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Chapter 4
Field Work Standards for Financial
Audits

design the audit to provide reasonable assurance of
detecting material misstatements resulting from direct
and material violations of provisions of contracts or
grant agreements. If specific information comes to the
auditors’ attention that provides evidence concerning
the existence of possible violations of provisions of
contracts or grant agreements that could have a material
indirect effect on the financial statements or significant
indirect effect on other financial data needed to achieve
audit objectives, auditors should apply audit procedures
specifically directed to ascertain whether violations
have occurred or are likely to have occurred.

4.19 Abuse is distinct from fraud, illegal acts, and
violations of provisions of contracts or grant
agreements. When abuse occurs, no law, regulation, or
provision of a contract or grant agreement is violated.
Rather, abuse involves behavior that is deficient or
improper when compared with behavior that a prudent
person would consider reasonable and necessary
business practice given the facts and circumstances.5
Auditors should be alert to situations or transactions
that could be indicative of abuse. When information
comes to the auditors’ attention (through audit
procedures, allegations received through a fraud hotline,
or other means) indicating that abuse may have
occurred, auditors should consider whether the possible
abuse could affect the financial statement amounts or
other financial data significantly. If indications of
possible abuse exist that significantly affect the financial
statement amounts or other financial data, the auditors

®'For example, in a financial statement audit, auditors might find abuse
when examining sensitive payments such as travel of senior
management officials to locations chosen for personal reasons rather
than less costly locations which would have been appropriate to
satisfy the business objectives of the travel. While auditors generally
will not view travel expenses of senior management officials as
quantitatively material to the financial statements, this expense
generally would be considered qualitatively material to the financial
statements.
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Thres Embarcadsro Centar Telsphione 415'951 0100
San Francisco, CA 94111

October 11, 2004

Leslie J. Girard, Esq.

Assistant City Attorney

Office of the City Attorney
City of San Diego

1200 Third Avenue, Suite 1620
San Diego, CA 92101

RE: CIiTY OF SAN ’DIEGO FISCAL YEAR 2003 AUDIT
Dear Mr. Girard:

As shared in previous meetings and correspondence, including our letters dated August 9, 2004
and September 1, 2004, we do not believe that the City of San Diego (“City”) has conducted an
adequate investigation in order to conclude that likely illegal acts have not occurred, or that
appropriate remedial action has been taken. Such an investigation is necessary in order for an
auditor to complete an audit in accordance with generally accepted audltlng standards and
Government Aua’ztmg Standards.

The primary purpose of this letter is to express KPMG’s position on what additional action KPMG
believes the City should take relating to the investigation and remediation of potential illegal acts
to enable KPMG to complete its audit of the City’s basic and fund financial statements for the
fiscal year ended June 30, 2003. KPMG has been concerned that the City was not undertaking an
investigation specifically designed for the purpose of addressing audit responsibilities under
generally accepted auditing standards and Government Auditing Standards relating to possible
illegal acts. At the City’s request, and as reflected in our September 1, 2004 letter, KPMG agreed
to await the completion of the Vinson & Elkins (“V&E”) report (the “Report™), to review the
Report, and to advise the City as to what, if any, further information KPMG required in order to be
in a position to complete its audit and issue its audit reports. As discussed, and as explained in
more detail below, our overriding concern has been and remains, that an investigation must be of
sufficient scope and thoroughness to provide a sound basis for concluding either that illegal acts
with relevance to the City’s financial reporting have not occurred or that appropriate remedial
action has been taken with respect to any conduct which the City and its counsel cannot
definitively conclude was legal.

At your request and to make our next meeting as constructive as possible, we have attempted in

this letter to synthesize what additional action we believe the City needs to take to enable KPMG
to complete its audit, and also to explain in general terms why this additional action is necessary.
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BACKGROUND

We understand that the SEC is conducting a formal investigation of the City of San Diego’s public
disclosures relating to the SDCERS in the City’s bond offerings during the period 1996 through
January 2004, This investigation was commenced following the City’s filing of a Voluntary

Report of Information on Januvary 27, 2004 with the Municipal Securities Rulemaking Board and

the Nationally Recognized Municipal Securities Information Repositories. That Voluntary Report
made new disclosures regarding the City’s obligations to fund the SDCERS and also disclosed
that there had been errors in the City’s 2002 CAFR.

We also understand that the U.S. Attorney and FBI are conducting a criminal investigation
relating to the City’s pension funding and disclosures. There have also been press reports of an
additional investigation by the FBI relating to possible “public corruption™ issues relating to the
process by which the City and SDCERS have negotiated and approved various agreements in
which the City’s obligations to make payments to fund SDCERS were reduced and/or deferred in
exchange for agreements to increase or expand benefits.

We understand that all of these investigations are focused, on the conduct of individuals who either
are currently employed by the City, were employed by the City during the period covered by
KPMG’s ongoing audit, or were acting in some manner on behalf of the City or SDCERS during
the relevant time period.!

V&E was retained by the City and conducted an investigation into the City’s disclosure practices
and prepared a report. The V&E Report, which was made public on September 16, 2004, describes
systemic failures in the City’s financial reporting and disclosure processes related to the SDCERS
pension plan. See e.g., Report at 170-171 (referring to “across the board failures of the City’s
internal disclosure‘processes.”) It also reflects that, as late as the fall of 2003 the City’s Disclosure
Counsel thought information was being withheld from him and there were fundamental
disagreements about whether acknowledged errors in the historical financial statements were
material. Report at 114-120. The Report acknowledges that the City’s prior SDCERS related
disclosures were inadequate, and while it appears to stop short of concluding that there were
material misstatements in the City’s disclosures, it describes a dysfunctional disclosure system and
also comments upon the City’s “minimalist approach to public disclosure.” Among the
observations supporting this conclusion is the statement that “the City Auditor was disinclined to

! Potential illegal acts by SDCERS or its board are relevant-to KPMG’s audit. Your position (expressed in
the September 20, 2004 letter), that SDCERS is an “entity independent of the City,” does not address the
fact that the financial condition of SDCERS is reported as a fiduciary fund in the City’s CAFR. ‘
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include information in the City disclosure that reflected badly on the City and would sometimes
excise negative statements from disclosure documents.” Report at 117.

The V&E report includes two paragraphs under a heading “Conclusions Regarding Intent.” Report
at 164. These paragraphs state that because many of the “gaps” in the City’s disclosures are
“closed” when information in the SDCERS CAFRs is considered and because local press coverage
of the pension plan highlighted many of the risks surrounding the more controversial City funding
agreements (Managers 1 and 2) and the presence in the Municipal Code of the menu for
dlstnbutmn of surplus ea.rmngs any attempt to conceal the SDCERS funding situation would have
been an “exercise in futility.”

While we understand that V&E has concluded that it has gathered sufficient evidence to support
this conclusion, for purposes of our audit, we note that this conclusion does not address the
questions we have posed as being important to our completion of our audit, and therefore, does not
end our inquiry. Indeed at our meeting on August 27, 2004, Both the City and V&E have made it
_ clear to KPMG that V&E was not retained to investigate issues relating to intent or whether any
individual’s conduct violated any law, rule or regulation, and that the scope of its investigative
efforts were not designed to do so. At that meeting, we informed the City that, in the absence of
- conclusions on such issues, KPMG anticipated advising the City that additional investigative
procedures may be necessary before KPMG would be in a position to complete its audit; and, in
turn, we were advised that the City would perform any additional inquiries that KPMG believe
were necessary for it to be able to conclude on issues that might affect its ability to issue an audit
opinion.

Unfortunately, based upon the information we have been provided to date regarding the scope and
method of the V&E investigation, we do not believe the statement in the report that “it is difficult
to attribute the City’s failure to fully and accurately describe [pension] matter[s] to intentional
misconduct on the part of individual employees” is sufficient to resolve the issue of potential
illegal acts for purposes of KPMG’s audit because it is not based on an investigation that had a
scope and methodology that would provide a reliable basis for-reaching a conclusion as to whether
City officials engaged in intentional misconduct or other conduct, which violated any law, rule or
regulation having the force of law.

It is in this context and against these background facts, that KPMG’s requirements, as outlined in
this letter, must be understood. Most fundamentally, because there is evidence of possible illegal
acts by the City or persons whose acts are attributed to it, under Generally Accepted Auditing
Standards (GAAS) and Generally Accepted Government Auditing Standards (GAGAS), as well as
other relevant professional guidance, to the extent the following questions are not directly
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addressed in the V&E Report, additional investigative procedures are required in order to
determine if illegal acts are likely to have occurred, to assess the direct or indirect effect of such
acts on the City’s financial statements as well as the implications for the reliability of
representations being made by City employees to KPMG in the course of our audit, and to
determine if any such illegal acts have been adequately remediated by the City.

The report based on such an investigation must include clear conclusions and be supported by a
thorough investigation. However, as stated above, and as KPMG has been advised, the V&E
investigation was not conducted as a forensic investigation, and did not result in a report that
reached clear conclusions about whether federal securities laws (or any other relevant laws) had
been violated, did not explore potential individual conduct that may be fraudulent or unlawful, and
thus does not provide a basis for determining potential financial statement effects or determining
KPMG’s ability to rely on management representations from the City.

Further, the Report’s discussion of certain evidence raises a concern that the investigation, for our
purposes, did not adequately follow up on evidence which might suggest that certain of the
deficiencies in financial reporting may have been the result of conscious efforts by one or more
persons at the City. In the absence of an investigation and report that adequately explores these
issues, it is not possible to determine if the City has taken appropriate remedial measures or if the
representations made to us during our audit by certain individuals can be relied upon by us in
reaching our opinion on the financial statements. 2

In this regard it also bears noting that the remedial measures recommended in the Report are all
prospective and entail structural reforms to address the City’s process of disclosure in the future.
These reforms are subject to approval by the City Council and, even if adopted, would have no

_ impact on the manner in which the City will have prepared its 2003 audited financial statements.

? See Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934 and
Commission Statement on the Relationship of Cooperation to Agency Enforcement Decisions Exchange Act
Release No. 44969, 2001 SEC LEXIS 2210 (Oct. 23, 2001), arising out of an investigation into financial
reporting by Seaboard Corporation.
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OVERVIEW OF RELEVANT AUDITING AND ACCOUNTING REQUIREMENTS

AICPA_Sfate and Local Audit and Accounting Guide § 4.44.

(1) Ilegal Acts with Direct and Material Effects on Financial Statement Amounts B

GAAS requires an auditor fo plan and perform an audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements arising from illegal acts that
have a direct and material effect on the determination of financial statement amounts. The
auditer’s consideration of those potential misstatements is a matter of professional judgment and is
influenced by his or her perceptions of the needs of a reasonable person who will rely on the
financial statements. : ‘
The professional literature identifies the following types of legal compliance requirements as
among those that may have a “direct and material” effect on the determination of financial
statement amounts.

o GAAP Réquirem‘ents. Governments often are subject to legal or contractual
provisions that require them to prepare their financial statements in conformity
with GAAP. :

o Federal and State Taxes. Governments are subject to various federal tax
requirements, including those relating to employment taxes, employee benefits,
and tax-exempt debt (such as arbitrage rebate requirements). State-level tax
requirements also may apply. v '

(2) Illegal Acts With Indirect Effects on Financial Statements

The auditing literature also recognizes that Governments often are affected by many other laws or
regulations, which generally relate more to an entity’s operating aspects than to its financial and
accounting aspects, and that the financial statement effect of those laws and regulations is
“indirect”. Although an auditor is not required to plan the audit to detect noncompliance with such
laws and regulations, the auditor does have certain detection, consideration, and reporting
responsibilities relating to potential violations of such laws, which require the auditor to insist that
when potential violations of such laws come to light, they must be investigated.

Moreover, GAAP requires a government entity, such as the City, to disclose in its financial
statements material violations of finance-related legal and contractual provisions. Accordingly, the
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auditor of a governmental entity is alett to the possible financial reporting effect of noncompliance
with law that has a material indirect effect on financial statements. Because the government entity
itself has financial statement reporting obligations related to violations of such laws, the
government and the auditor both have a shared interest in assuring that when potential violations
of such laws come to light, they are fully investigated so that the financial statements can include
the GAAP® required disclosure.

In considering whether the financial statements are free of material misstatements arising from (1)
illegal acts that have a direct and material effect on the determination of financial statement
amounts, or (2) illegal acts that have an indirect material effect on financial statements, the auditor
should consider both quantitative and qualitative factors. Qualitative factors that the auditor may
consider relevant to that evaluation include the following:

o The potential effect of the noncompliance on the government’s ability to raise
resources (for example, through taxes, grants, contributions, or debt or loan
financings) in the future.

¢ The potential effect of the noncompliance on the continuation of existing
relationships with vendors, employees, and elected and appointed officials.

¢ Whether the noncompliance involves collusion or concealment.

*  Whether the noncompliance involves an activity that often is scrutinized by
elected or appointed officials, citizens, the press, creditors, or rating agencies.

o Whether the fact of the noncompliance is unambiguous rather than a matter of
judgment.

e  Whether the noncompliance is an isolated event or instead has occurred with some
frequency.

? GASB standards require governments to disclose certain violations of compliance requirements. NCGA
Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4, states that the notes to the
financial statements should disclose material violations of finance-related legal and contractual provisions.
In addition, material violations, or potential violations, of finance-related legal and contractual provisions
should be considered for recording a loss contingency. Id. at § 4.48.
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¢ Whether the noncompliance results from management’s continued unwillingness
to correct internal control weaknesses.

e The likelihood that similar noncompliance will continue in the future.

¢ The cost-benefit of establishing internal control to prevent similar noncompliance
in the future.

The risk that possible undetected noncompliance would affect the auditor’s evaluation.*

Finally, an auditor is required by applicable auditing standards to “consider the implications of an
illegal act in a relation to other aspects of the audit, particularly the reliability of representations of
management.” AU § 317.16. In considering such issues, the auditor must be provided with
sufficient information relating to the potential illegal acts to exercise professional judgment
concerning the implications of a particular illegal act for the audit. Id. (“The implications of
particular illegal acts will depend on the relationship of the perpetration and concealment, if any,
of the illegal act to specific control procedures and the level of management or employees
involved.”) Our April 13, 2004 engagement letter allows KPMG to make such a determination as
to the sufficiency of the investigation for audit purposes.

INFORMATION AND REOCRDS REQUESTED, NOT YET PROVIDED -

There are several open items which have been promised, but not yet provided to KPMG.

. KPMG has yet to receive all V&E interview notes, memoranda and supporting
documents as requested. The basis for this request is outlined in our engagement
letter.

e . KPMG needs information concerning the scope and status of the criminal

investigation(s), which we understand V&E is not handling. We will need to
speak with the attorney representing the City in those matters.

ITEMS REQUIR]NG RESOLUTION BY THE CITY

Based on our review of the V&E investigation and Report, and in light of the auditing standards
discussed above, KPMG has attempted to synthesize the issues that remain, which must be

“1d. at § 4.46
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resolved before we are able to complete our audit in accordance with generally accepted auditing
standards and Government Auditing Standards. They are as follows: :

The City needs to determine whether the City’s public disclosures, including its
financial statements, likely violate the antifraud provisions of the securities laws
(e.8., failure to disclose pension related matters) or any other Federal, State or
local laws, and if so, what, if any, impact is there to the June 30, 2003 financial
statement amounts and disclosures? The report from the investigation team should
include clear conclusions (with adequate support for such conclusions) whether an
illegal act has occurred and whether such illegal act has been timely and
adequately remediated. The report and investigation must be in sufficient scope
and detail to allow us to reach our own conclusions as to (i) whether it is likely
that an illegal act has occurred and, if so (ii) whether any likely illegal act that is
identified will have a material effect on the entity’s financial statements and, if so
(iii) whether timely and appropriate remedial action has been taken. Closely
related to this set of issues is whether City employees or agents have engaged in
fraudulent actions including concealment, related to the potential illegal acts. The
City needs to investigate and determine, and report to us, the relationship of the
perpetration and concealment, if any, of likely illegal acts to specific control
objectives and the level of management, employees, or consultants involved.

The scope of the investigation needs to extend to all possible illegal acts and

needs to expand, as necessary, based on findings made during the investigation. In
other words, the investigators should be able to pursue all evidence of possible
illegal acts no matter where they may lead. '

According to the Report, retiree healthcare benefits were paid directly out of the
pension system from 1983 until 1992 when a determination was made that this
violated federal tax regulations. A new system was set up which was also

determined to be legally flawed in 1995, which was addressed by making

payments a SDCERS benefit. While the Report compiles facts relating to this
violation, and concludes that the funding method was violative of federal
regulations, it does not address the possible consequences of this violation. What
has the city done to consider and address the financial statement impact of
possible IRS sanctions, or other contingent liabilities or disclosure obligations
arising from the conduct that could impact the June 30, 2003 financial statement
amounts and disclosures?
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. The issues from our August 9, 2004 letter must be addressed (see d1scussmn in
Exhibit I)

We look forward to meeting with the City to discuss further how the City can conduct an adequate
investigation in order to conclude whether it is likely or not illegal acts have occurred, or that
appropriate remedial action has been taken, -

Very truly yours,

KPMG LLP

S D et

Steven G. DeVetter .
Partner

cc: Mr. Dick Murphy, Mayor
Mr. P. Lamont Ewell, City Manager
Ms. Terri Webster, Acting City Auditor and Comptroller

Exhibit I
Specific Comments Regarding September 20, 2004 C1ty Response to KPMG’s August 9,
2004 Letter

Attachments: .
April 13, 2204 Engagement Letter
August 9, 2004 Letter from KPMG Re: Investigation
September 1, 2004 Letter from KPMG Re: Follow-up from meeting on August 27, 2004
September 20, 2004 letter from Les Girard Re: City of San Diego Fiscal Year 2003 Audit
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SPECIFIC COMMENTS REGARDING SEPTENIBER 20,2004
CITY RESPONSE TO KPMG’S AUGUST 9, 2004 LETTER

In your letter, you conclude by stating your view that the V&E Report “is sufficiently
comprehensive to allow [KPMG] to reach the conclusions necessary for compliance with Section
AU§317 of the AICPA Professional Standards and for the issuance of [KPMG’s] audit report.”
For reasons previously articulated and expanded upon below, we are unable to agree with that
conclusion.

As in many aspects of auditing, the conclusions involved in determmmg that potential 1llegal acts
have been adequately investigated and remediated is one that entails an auditor’s exercise of
judgment. However, in the instant case, we believe that the issue is sufficiently clear that an
informed and diligent auditor should not conclude that the V&E report adequately addresses the
issues necessary for the completion of KPMG’s audit. The Report may satisfy the City’s needs (a
conclusion we defer to the City to make); but, without more, it does not provide a sufficient basis
for KPMG to conclude that all questions necessary to the completion of the audit have been
sufficiently investigated and resolved in a manner that would permit KPMG to issue an audit
report.

In response to your letter, we offer the following comments.

KPMG’s Question 1

Whether or not the financial statements and or the disclosures in the financial statements were
intentionally misleading and, if yes, what individuals were involved and what, if any, remedial
-action is recommended?

City’s Comment on Question 1

Your comment seems to make two essentials points. First, that with the departure of the City’s
prior independent auditor and the departure of the City Auditor and Comptroller, there is no need
for an investigation into whether there were any intentional illegal acts relating to the City’s
underfunding of the SDCERS pension plan and/or financial reporting related thereto. Secondly,
your comment seems to imply that the comments in the V&E Report at page 159 concerning the
possible intent of City officials to allow the City to issue misleading financial disclosures should
be sufficient for KPMG in the absence of KPMG’s ability to cite you to investigative reports for
municipal issuers or other issuers that address the issue of intent in 2 manner that goes beyond the
V&E Report. :

Response to City’s Comment on Question 1

The subsequent departure of Mr. Ryan does not change the fact that, for the entire period KPMG
is auditing, he was ultimately responsible for supervising the preparation of the City’s financial -
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statements. Moreover, numerous individuals were (and remain) involved in the financial
reporting process at the City, including individuals who, according to the Report, may have been
involved in the disclosure deficiencies criticized by the Report.

Under AU 317.16: “The auditor should consider the implications of an illegal act in relation to
other aspects of the audit, particularly the reliability of representations of management. The
implications of particular illegal acts will depend on the relationship of the perpetration and
concealment, if any, of the illegal act to specific control procedures and the level of management
or employees involved.”

Both the City and V&E have made it clear to KPMG that V&E was not retained to investigate
issues relating to intent and that the scope of its investigative efforts were not designed to do so.
Based upon what we have been told about the investigation, we do not believe the statement in
the report that “it is difficult to attribute the City’s failure to fully and accurately describe
[pension] matter[s] to intentional misconduct on the part of individual employees” is one that can
be relied upon to resolve the issue of potential illegal acts for purposes of KPMG?s audit because
it is not based on an investigation that had a scope and methodology that would provide a reliable
basis for making such a conclusion.

KPMG’s Questions 2

Did the City enter into any agreement, including the “Managers Two” agreement, or otherwise
take any actions that resulted in the underfunding or misuse of pension funds that is a violation of
State, City or other laws?

City’s Comment on uestion 2

Your comment on question 2 makes essentially three points. First, that the City’s potential
liability for any violations of law from the alleged underfunding of the pension plan has been
dealt with through the settlement of the Gléason case. Second, you state that there has never been
any allegation that the City’s net pension obligation reported in the City’s balance sheet has been
misstated. And third, that based on certain legal propositions discussed in the V&E Report at
page 11, the motivations of individual members of the City Council in taking certain action are
not a basis upon which that action may be voided by the courts.

Response to City’s Comment on Q_uestion 2

On point 1,GASB standards require governments to disclose certain violations of compliance
requirements. NCGA Interpretation 6, Notes to the Financial Statements Disclosure, paragraph 4,
-states that the notes to the financial statements should disclose material violations of finance-
related legal and contractual provisions. In addition, material violations, or potential violations, of
finance-related legal and contractual provisions should be considered for recording a loss
contingency. Accordingly we do not believe that only considering the loss contingency is
sufficient in these circumstances. Additionally, the considerations in AU § 317.16 need to be
addressed in the context of this question.
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On point 2, The reported June 30, 2002 $39 million net pension obligation was misstated due to
the payment of retiree healthcare benefits from the pension plan. At KPMG’s suggestion, The
City has calculated the corrected June 30, 2002 net pension obligation to be $103 million. The
considerations in AU § 317.16 need to be addressed in the context of this question. The City
needs to investigate and determine the relationship of the perpetration and concealment, if any, of
likely illegal acts to specific control objectives and the level of management, employees, or
consultants involved. For example, V&E states that a letter from the Actuary to Mike Phillips in
1998 highlights knowledge of potential errors in the financial statements that were not
changed/corrected until recommended by KPMG for the June 30, 2003 financial statements:

“All these number presuppose that the 1996-97 is the first year in which the
calculated actuarial contribution is greater than the actual contribution. You made.
an excellent point a year ago that this may not be the case. This issue may go
back close to a decade after the use of ‘bifurcated’ rates was implemented. The
case could be made that the City has a Net Pension obligation”.

Finally, on point 3, while the legal proposition to which you refer, while may be relevant to
whether a court will decline to question the motivation behind proper legislative action for
reasons grounded in separation of powers, we do not believe that such a consideration alters the
nature of the our responsibilities as the City’s independent auditor, nor the need for the City to
perform additional inquiry before determining whether an illegal act has (or has not) occurred,
and if so, that it has been appropriately remediated. ‘

KPMG’s Questions 3

Did the SDCERS Board breach their fiduciary duty by allowing the City to underfund the plan in
exchange for additional benefits for current employees and could this action have been in
violation of any laws?

City’s Comment on Question 3

Your comment on this item is essentially that the SDCERS board is iridependent of the City of
San Diego and based on that you question why the actions of SDCERS or the members of its
board “relate to” KPMG’s audit. '

Response to the City’s Comment on Question 3

The basic financial statement of the City consist of (a) the primary government, (b) organizations
for which the primary government is financially accountable, and (c) other organizations for

which the nature and significance of their relationship with the primary government are such that
exclusion would cause the reporting entity’s financial statements to be misleading or incomplete.

The definition of the reporting entity is based primarily on the notion of financial acéountability.
A primary government is financially accountable for the organizations that make up its legal
entity. It is also financially accountable for legally separate organizations if its officials appoint a
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voting majority of an organization’s governing body and either it is able to impose its will on that
organization or there is a potential for the organization to provide specific financial benefits to, or
to impose specific financial burdens on, the primary government. A primary government may
also be financially accountable for governmental organizations that are fiscally dependent on it.

The City’s basic financial statements include SDCERS, and any audit opinion issued by KPMG
reporting on the City’s basic financial statements would, therefore, cover SDCERS. Accordingly,
financial accounting and disclosure of activities occurring within SDCERS are relevant to our
audit under GAAS and GAGAS. '

KPMG’s Question 4

Is the use of surplus earnings to pay city obligations such as benefits outside of the plan illegal?

City’s Comment on Question 4

‘Your comment refers us to the history of the surplus earnings issue as discussed in the V&E
Report.

Response to City’s Comment on Question 4

According to the Report, retiree healthcare benefits were paid directly out of the pension system
from 1983 until 1992 when a determination was made that this violated federal tax regulations. A
new system was set up, which was also later determined to be legally flawed in 1995, which was
addressed by making payments a SDCERS benefit. Report at 36. This underscores, rather than

~ ameleorates our concerns. We must understand what the City has done to address possible IRS
sanctions, and also learn what the possible impact is to the City’s June 30, 2003 financial
statement amounts and disclosures. Additionally, we believe that the considerations raised by AU
§ 317.16 need to be addressed in the context of this question,

KPMG’s Question_S

Did the City violate the City Charter by failing to fund its rétirement plan as required by the City .
Charter? )

City’s Comment on Question 5

Your comment on this question refers us to the fact, discussed above, that the City believes that
the Gleason settlement “resolves the economic consequences” of the City’s actions and thus,
suggests that any issue with respect to whether that conduct was unlawful is irrelevant.

Response to City’s Comment on Question 5 '

Potential liabilities are one reason violations of laws are relevant to an auditor. Because GAAP
require governments to disclose material (whether quantitative or qualitative) violations of
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finance-related legal and contractual provisions, the auditor of a governmental entity should be
alert to the possible financial reporting effect of noncompliance that has a material indirect effect
on financial statements. Additionally, KPMG believes that the considerations of AU 317.16 needs
to be addressed in the context of this question,

KPMG’s Question 6

Did the SDCERS Board and/or the City violate the California Constitution by-allowing the City
to intentionally underfund the plan?

City’s Comment on Question 6

Your comments in this section refer to your earlier comments relating to Question 2 and Question
3. : ,

Response to City’s Comment on Question 6

Please see our comments above regarding these items.
KPMG’s Question 7

Was undue influence placed on the actuary to change assumptions to reduce the shortfall of the
City’s contribution compared to the Actuarial Required Contribution (ARC), and, if yes, at whose
direction and what action does the City plan to take to rectify this action, if applicable?

City’s Comment on Question 7

Your comment on this item refers us to the discussion at page 91 of the V&E Report and asks for
the details of any remaining concerns.

Response to City’s Comment on_ Question 7

The auditor should consider the implications of an illegal act in relation to other aspects of the

audit, including the reliability of representations to be obtained from members of management.

The implications of particular illegal acts will depend on the relationship of the perpetration and

concealment, if any, of the illegal act to specific control procedures and the level of management -
“or employees involved.

The City needs to investigate and determine the relationship of the perpetration and concealment,
if any, of likely illegal acts to specific control obJectlves and the level of management,
employees, or consultants involved.
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Other Issues Raised in the City’s September 20, 2004 Letter

Your letter also commented on electronic discovery. With respect to electronic discovery, both
the City and V&E have made it clear to KPMG on August 27, 2004 that V&E was not retained to
investigate issues relating to intent and that the scope of its investigative efforts were not
designed to do so. We believe that determining intent is required with respect to certain of the
questions posed in our August 9 letter, and electronic discovery is an effective procedure in that
regard, as it may provide relevant evidence for the City, its counsel, and KPMG to consider in
determining whether there are unresolved questions which might affect the City’s financial
statements or disclosures.



April 13, 2004

Ms. Lise Irvine

Director, Financial Management Department
The City of San Diego

202 C Street’

San Diego, California 92101

- - Dear Ms. Irvine:

This letter will conﬁrm“KPMG LLP’s ("KPMG") understanding of our engagement to report
upon our audit of the financial statements of the City of San Diego (the “City”) as of and for the
year ended June 30, 2003.

Objectives and limitations of services

We will conduct the audit of the financial statements in accordance with auditing standards
generally accepted in the United States of America and the standards for financial audits
contained in Government Auditing Standards, issued by the Comptroller General of the United
States. The objective of an audit carried out in accordance with such standards is the-expression
of an opinion as to whether the presentation of the financial statements conforms with
accounting principles generally accepted in the United States of America. In conducting the
‘audit, we will perform tests of the accounting records and such other procedures as we consider
necessary in the circumstances to provide a reasonable basis for our opinion on the financial
statements. We also will assess the accounting principles used and significant estimates made
by management, as well as evaluate the overall financial statement presentation.

Our report will be addressed to the City Council of the City. We cannot provide assurance that
an unqualified opinion will be rendered. Circumstances may arise in which it is necessary for
us to modify our report or withdraw from the engagement. Our audit is planned and performed
to obtain reasonable, but not absolute assurance about whether the financial statements are free
of material misstatement, whether caused by error or fraud., Absolute assurance is not attainable
because of the nature of audit evidence and the characteristics of fraund. Therefore, there is a
risk that material errors, fraud (including fraud that may be an illegal act), and other illegal acts
may exist and not be detected by an audit performed in accordance with auditing standards
generally accepted in the United States of America. Also, an audit is not designed to detect
matters that are immaterial to the financial statements. _
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In planning and performing our audit, we will consider the City’s internal control in order to.
determine the nature, timing and extent of our auditing procedures for the purpose of expressing
an opinion on the financial statements and not to provide assurance on intémal control. The
limited purpose of this consideration may not meet the needs of some users who require
additional information about internal control. We can provide other services to provide you
with additional information on internal control which we would be happy to discuss with you at
your convenience. ' '

As part of obtaining reasonable assurance about whether the financial statements are free of
material misstatement, we will perform tests of the City’s compliance with certain provisions of
laws, regulations, contracts and grants violations of which could have a direct and material
affect on the financial statements. However, our objective is not to provide an opinion on
overall compliance with such provisions.

Our responsibility to communicate with the City Council

In accordance with Government Auditing Standards, we will prepare a written report, Report on
Compliance and Internal Control Over Financial Reporting Based on an Audit of Financial
Statements Performed in Accordance With Government Auditing Standards (GAS report), on
our consideration of internal control and tests of compliance made as part of our audit of the
financial statements. While the objective of our audit of the financial statement is not to report
on the City’s internal control and we are not obligated to search for reportable conditions as part
of our audit this report will include any reportable conditions to the extent they come to our
attention. Reportable conditions are significant deficiencies in the design or opération of
internal control which could adversely affect the City’s ability to record, process, summarize
and report financial dafa consistent with the assertions of management in the financial
statements under audit. This report will also include all illegal acts and fraud and material
violations of grants and contracts, and abuse. It will indicate that it is intended solely for the
information and use of the City Council and management of the City and that it is not intended
to be and should not be used by anyone other than these specified parties. :

In accordance with Government Auditing Standards we will also issue a management letter to
communicate other deficiencies in internal controls that are not reportable conditions and other
violations of grants and contracts, and abuse that comes to our attention unless clearly

inconsequential.

In accordance with Government Auditing Stendards, we are also required in certain
circumstances to report fraud or illegal acts directly to parties outside the auditee.

We will also communicate to you verbally disagreements with management or other serious
difficulties encountered in performance of our audit or review services. We believe verbal
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communication of matters such as those noted above is the appropriate forum to provide open
and frank dialogue.

We will reéport to you, in writing, the fbllowing matters:

e  Audit adjustments arising from the audit that could, in our judgment, either individually
or in aggregate, have a significant effect on the City’s financial reporting process. In
this context, audit adjustments, whether or not recorded by the entity, are proposed
corrections of the financial statements that, in our judgment, may not have been
detected except through the auditing procedures performed.

e Uncorrected misstatements aggregated during the current engagement and pertaining to
the latest period presented that were deterrnined by management to be immaterial, both

individually and in aggregate.

» Other matters required to be communicated by Statement on Audmng Standards No.
61, Communication with Audit Committees.

We will also read minutes, if any, of audit committee meetings for consistency with our
understanding of the communications made to you and determine that you have received copies
of all material written communications between ourselves and management. We will also
determine that you have been informed of i) the initial selection of, or the reasons for any
change in, significant accounting policies or their application during the period under audit, ii)
the methods used by management to account for significant unusual transactions and iii) the
effect of significant accounting policies in controversial or emerging areas for which there is a
lack of authoritative guidance or consensus.

If, in performance of our audit procedures, circumstances arise which make it necessary
to modify our report or withdraw from the engagement, we will communicate to 'you our
reasons for withdrawal.

Management responsibilities

The management of the City is responsible for the fair presentation, in accordance with
generally accepted accounting standards, of the financial statements and all representations
contained therein. Management also is responsible for preventing and detecting fraud, for
adopting sound accounting policies and establishing and maintaining effective internal controls
and procedures for financial reporting to maintain the reliability of the financial statements and
to provide reasonable assurance against the possibility of misstatements that are material to the
financial statements. Management also is responsible for informing us of all reportable
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conditions, of which it has knowledge, in the design or operation of such controls. Management
also is responsible for identifying and ensuring that City complies with laws, regulations,
contracts and grants applicable to its activities, and for informing us of any known material
violations of such laws and regulations.

The City agrees that all records, documentation, and information we request in connection with
our audit will be made available to us, that all material information will be disclosed to us, and
that we will have the full cooperation of the City’s personnel. As required by auditing standards
generally accepted in the United States of America, we will make specific inquiries of
management about the representations embodied in the financial statements and the
effectiveness of intérnal control, and obtain a representation letter from management about these
matters. The responses to our inquiries, the written representations, and the results of audit tests
comprise the evidential matter we will rely upon in forming an opinion on the financial
statements. : '

In accordance with Government Auditing Standards, as part of our planning of the audit we will
consider the results of previous audits and follow up on known significant findings and
recommendations that directly relate to the objectives of the audit. To assist us, management
agrees to identify previous financial audits, attestation engagements, performance audits, or
other studies related to the objectives of the audit being undertaken and to identify corrective
actions taken to address significant findings and recommendations prior to the date of our
auditors’ report. :

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any
unrecorded misstatements aggregated by us during the current engagement and pertaining to the
latest period presented are immaterial, both individually and in the aggregate, to the financial
statements being reported upon. Because of the importance of management’s representations to
the effective performance of our services, the City agrees to release KPMG and its personnel
from any claims, liabilities, costs and expenses relating to our services under this letter
attributable to any misrepresentations in the representation letter referred to above.

Management is also responsible for providing us with written responses in accordance with
Government Auditing Standards to the findings included in the GAS report within seven days of
being provided with draft findings. :

Management is responsible for the distribution of the reports issued by KPMG. In accordance
with Government Auditing Standards, the reports issued citing Government Auditing Standards
are to be made available for public inspection.
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Offering documents

We understand that the City will, fiom time to time, wish to include these financial statements
in a document offering securities and may request that we agree to include our report on these
financial statements in the offering document. We will consider agreeing to the inclusion of our
teport by separate agreement,

Other engagement matters

-The City has retained the law firm of Vinson & Elkins LLP (“Counsel”) to conduct an
independent investigation of the City’s disclosures relating to pension matters in its municipal
bond offering from 1996 to February 2004 and certain other matters (the “Investigation™) and to

.- prepare a written report with observations, conclusions and recommendations (the “Report™).
The City agrees to provide complete and unrestricted access to the Investigation, including but
not limited to the scope of the Investigation and the periods covered, procedures performed,
people interviewed, interview notes or memoranda, other paper and electronic data collected,
including responsive emails, email “search” terms used, findings, recommendations and

-remedial actions, if any. In addition, we will require a complete briefing as to the status of the

~ Investigation as soon as possible after retaining KPMG and we will require weekly status

updates,

We will not issue our auditors’ report on the City’s basic financial statements until such

Investigation is complete. In the event that KPMG determines that the Investigation or any

-aspect thereof is insufficient to allow us complete our audit of the City's basic financial

statements or any fund financial statements, KPMG may modify our report or withdraw from

" the engagement. KPMG requests and the City agrees that public announcements
‘pertaining to KPMG’s engagement as the City’s auditors or its ongoing audit progress
and findings will be subject to review and consent by KPMG prior to dissemination.

_ This letter shall serve as the City’s authorization for the use of e-mail and other electronic
“methods to transmit and receive information, including confidential information, between
KPMG and the City and between KPMG and outside specialists or other entities engaged by
.either KPMG or the City. The City acknowledges that e-mail travels over the public Internet,
which is not a secure means of communication and, thus, confidentiality of the transmitted
information could be compromised through no fault of KPMG.
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Further, for purposes of the services described in this letter only, the City hereby grants to
KPMG a limited, revocable, non-exclusive, non-transferable, paid up and royalty-free license,
without right of sublicense, to use all names, logos, trademarks and service marks of the City
solely for presentations or reports to the City or for internal KPMG presentations and intranet

sites.

KPMG is a limited liability parh:ership' comprising both certified public accountants and certain
principals who are not licensed as certified public accountants. Such principals may participate
in the engagements to provide the services described in this letter.

Work paper access by regulators and others

The work papers for this engagement are the property of KPMG. Pursuant to Government
Auditing Standards, we are required to make certain work papers available in a full and timely
. manner to regulatory agencies upon request for their reviews of audit quality and for use by

their auditors. In addition, we may be requested to make certain work papers available to
regulators pursuant to authority given to it by law or regulation. Access to the requested work
papers will be provided under supervision of KPMG personnel. Furthermore, upon request, we
may provide photocopies of selected work papers to regulatory agencies. These regulatory
agencies may intend, or decide, to distribute the photocopies or information contained therein to
others, including other government agencies. We agree to maintain the work papers for a period
of not less than seven (7) years.

In the event KPMG is requested pursuant to subpoena or other legal process to produce its
documents relating to this engagement in judicial or administrative proceedings to which
KPMG is not a party, the City shall reimburse KPMG at standard billing rates for its
professional time and expenses, including reasonable attorney’s fees, incurred in responding to
such request. '

Additional reports
We expect to issue as part of this engagement independent auditors’ reports on the following:

¢ Financial Statements of the Metropolitan Wastewater Utility Fund;

¢ Financial Statements of the Water Utility Fund.
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Other Government Auditing Standards matters

As required by Government Auditing Standards, we have attached a copy of KPMG’s
most recent peer review report and letter of comments.

We may also assist management in drafting the financial statements and notes. In accordance
with Government Auditing Standards, we are required to confirm that management accepts
responsibility for the financial statements and notes and, therefore, has a responsibility to be in a
position in fact and appearance to make an informed judgment about them and that management

will:

¢ Designate a qualified management-level individual to be responsible and accountable
for overseeing the drafting of the financial statements. :

e Establish and monitor the performance of the engagement to ensure that it meets
management’s objectives.

* Make any decisions that involve management functions related to the engagement and
accept full responsibility for such decisions.

¢ Evaluate the adequacy of the financial statements and notes.
Timin

The City requests, and KPMG agrees, that KPMG will commence its audit of the financial
statements for the fiscal year ended June 30, 2003, for the City’s basic financial statements, and
the audits of the Metropoliten Wastewater Utility fund and Water Utility fund financial
statements for the fiscal year ended June 30, 2003 at the same time. However, no assurance can
be given as to the completion of our audits or the timing of the issuance of the auditors’ reports
on either the basic financial statements, the Metropolitan Wastewater Utility fund financial
statements or the Water Utility fund financial statements,

Compensation

Our fees will be based on the following hourly rates:

Partner $400
Senior Manager $350
Senior Associate $200
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Associate $150
_ Clerical : $ 60

In addition, expenses for items such as travel, telephone, postage, and typing, printing and
reproduction of the financial statements will be billed for reimbursement as incurred.

KPMG estimates that the cost of all services pursuant to this engagement will be approximately
$700,000 to $800,000. This is an estimate only, and the City acknowledges that additional
expenditures may be required to complete the engagement. This agreement shall be
supplemented as appropriate upon the further authorization of the City Council.

This agreement may be terminated at any time by the City or KPMG for convenience, but the
City agrees that KPMG will be compensated for actual services rendered pursuant to this
agreement at the hourly rates and expenses as set forth in the table set forth above, but in no
~ event in an amount exceeding the amount authorized by the City Manager and, if apphcable, by
the City Council. KPMG shall provide weekly billings for its services; payment is due within
ten (10) days of receipt. We understand that Lisa Irvine will be the contract administrator for

our engagement.

We shall be pleased to discuss this letter with you at any time. For your convenience in
confirming these arrangements, we enclose a copy of this letter. Please sign and return it to us.

Very truly yours,
KPMGLLP :
Steven DeVetter
Partner
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ACCEPTED:

The City of San Diego

Lisa Irvine, Director, Financial Management Department

413 [aco d

Date
APPROVED AS TO FORM AND CONTENT:

by 444/

slié. ¢ id, Assistant City Attorney

‘



KPMG LLP : -
Three: Embarcadero Genter o ' Telephone 415951 0100
San Francisco, GA 94111 '

August 9, 2004

Mr. Leslie J. Girard

Assistant City Attorney

Office of the City Attorney

City of San Diego

1200 Third Avenue, Suite 1620
~San Diego, CA 92101

" Re: Investigation

Dear Mr. Girard:

To date, we have had several discussions with Paul Maco of Vinson & Elkins (V&E) and
have read the material provided by V&E with reference to their investigation and the
formal inquiry and investigation being conducted by the Securities and Exchange
Commission (SEC), the Department of Justice and US Attorney Office. Based on these
discussions and our reading of the documents provided, we understand the following:

1. In September 2003, Ms. Diann Shipione, a San Diego City Employees’ Retirement
System (SDCERS) Board Member and Trustee, notified city officials and
underwriters of errors and omissions in the City’s financial statements dating back to
1996 and asserted the errors falsely improved the City’s financial condition and were
done intentionally to misstate and hide the real condition of the pension system.

2. Subsequent to the notification by Ms. Shipione, the City retracted the Preliminary
Official Statement relating to a $505 million bond offering, filed a voluntary
disclosure statement with the SEC acknowledging errors and omissions and engaged
V&E to investigate and issue a report on the disclosure practices of the City.

3. The city has sold more than $2.3 billion in municipal bonds using financial
statements believed to contain ¢ertain errors or omissions.

4. Ms. Shipione has alleged in various communications with the City Council, Mayor

- and other top city officials, that the steps taken to deliberately underfund the plan are

illegal, violate the City Charter, and are at odds with statutes and court cases of the
State of California.

5. Ms. Shipione has alleged that the decision to allow the underfunding was reached
through a corrupt process in which the required funding was deferred to garner
benefits for current employees. '

l..l KPMG LLP. a.US. limwted liatility partnership, is tha |J.S.
: 2 | member firm 6f KPMG Intemational, s Swiss coaperalive.
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6. On June 11, 2004, the City reached a tentative settlement on the Gleason lawsuit.
The Gleason lawsuit alleged that the underfunding of the pension plan was illegal and
violated the City Charter, Municipal Code and California Constitution and that the
SDCERS Board breached their fiduciary duties by allowing the City to underfund the
plan. The settlement was reached without resolving the legal questions raised.

7. The SEC launched a formal inquiry in February 2004 under the anti-fraud provisions
of section 17(a) 2&3 of the Securities Act of 1933 with reference the City’s previous
bond offerings. As part of that inquiry, we understand that the SEC may be
considering allegations made in the press, and in particular allegations made by Ms.
Shipione.

8. An e-mail provided to the SEC appears to indicate the SDCERS actuary may have
worked with the City to change assumptions with the intent of lowering the
calculated actuarial required contribution by the City.

AICPA Professional Standards state in section AU 317:

A0 When the auditor becomes aware of information concerning a possible
illegal act, the auditor should obtain an understanding of the nature of the act, the
circumstances in which it occurred, and sufficient other information to evaluate the
effect on the financial statements. In doing so, the auditor should inquire of
management at a level above those involved, if possible. If management does not
provide satisfactory information that there has been no illegal act, the auditor
should—
a. Consult with the client's legal counsel or other specialists about the
application of relevant laws and regulations to the circumstances and the
possible effects on the financial statements. Arrangements for such consultation
with client's legal counsel should be made by the client.

b. Apply additional procedures, | if necessary,' to obtain further
. understanding of the nature of the acts.

As indicated in our engagement letter dated April 13, 2004, we will not issue our
auditors’ report until a determination is made that the investigation being conducted by
V&E is sufficient and complete. We acknowledge V&E's effort and cooperation in
explaining the process they are undertaking to KPMG.

Based on discussions with you, V&E, and the reading of the documents provided and,
consistent with our previous conversations, we are providing you the following
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observations regarding our understanding of the scope of the investigation to help avoid
surprises once we review the draft report.

We believe the investigation being conducted by V&E should address and resolve the
following questions:

1. Whether or not the financial statements and or the disclosures in the financial
statements were intentionally misleading and, if yes, what individuals were involved
and what, if any, remedial action is recommended?

2. Did the City enter into any agreement, including the ‘“Managers Two” agreement, or
otherwise take any actions that resulted in the underfunding or misuse of pension
funds that is a violation of State, City or other laws?

3. Did the SDCERS Board breach their fiduciary duty by allowing the City to underfund
the plan in exchange for additional benefits for current employees and could this
action have been in violation of any laws?

4. Is the use of surplus earnings to i)ay city obligations such as benefits outside of the
plan illegal?

5. Did the City violate the City Charter by failing to fund its retirement plan as required
by the City Charter?

6. Did the SDCERS Board and/or the City violate the California Constitution by
allowing the City to intentionally underfund the plan?

7. Was undue influence placed on the actuary to change assumptions to reduce the
shortfall of the City’s contribution compared to the ARC, and, if yes, at whose
direction and what action does the City plan to take to rectify this action, if
applicable? '

It is our understanding that the electronic evidence gathered by the investigation has been
limited to documents identified by City employees in response to a SEC subpoena. In
order to adequately address the allegations raised, we believe the investigation should
consider conducting independent electronic discovery.

As the investigation progresses and we are provided access to information as outlined in
our engagement letter, we may request that the investigation consider additional items.
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We respectfully request your written response to »thes‘e questions regarding the
investigation. -

Very truly yours,

KPMG LLP

S D et

Steven G. DeVetter
Partner



KPMG LL:P ‘
Three Embarcadero Ceriter Telaphions 415 951 0100
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September 1, 2004

Leslie J. Girard, Esq.

Assistant City Attorney

Office of the City Attorney
City of San Diego

1200 Third Avenue, Suite 1620
San Diego, CA 92101

Re: Follow-up from meeting on August 27, 2004
Dear Mr. Girard: |

We write to follow-up on our meeting on Friday in San Diego. We appreciate the opportunity afforded by
that meeting to hear from the Vinson & Elkins (“V&E”) representatives a status report on their
investigation and to discuss with them and with you our respective views on the scope of the investigation
as well as how its results will be shared with us.

On several occasions over the last few months we have had discussions about the investigation and we
think it is fair to say that over that period we have expressed concerns about the scope of the investigation
as it has been described to us. We-expressed some of those concerns in our August 9, 2004 letter. While
we remain concerned that the scope of the investigation may not be sufficient to enable us to conclude that
the City has adequately addressed certain issues pertinent to our audits of the City’s financial statements,
we are prepared to proceed as outlined in our meeting by contmumg to review the, addltlonal information
being provided to us while we await the opportunity to review the final report.

Based upon our discussion on Friday, we understand that a number of the concerns raised in our August 9,
2004 letter may be addressed to some extent in the V&E report. However, you and V&E made it clear that
V&E was retained only to investigate the City’s disclosure practices and that, while there may be factual
information pertinent to our broader concerns discussed in the report, we should not anticipate that all of
the questions identified in our August 9, 2004 letter to you will be answered by the report. We will work
diligently to review the information provided to us, determine whether such information is.sufficient for
our purposes and discuss our conclusions with you. We also appreciate your assurances that we will have
access to V&E to discuss their report and the investigation; that the City will respond fully to any questions
KPMG may pose that may not be addressed in the V&E report and that the City is not lmposmg any
deadline on KPMG to complete its work.

However, without in any way prejudging what our reaction to the final report will be, you should be aware
that, if following our review of the V&E report we conclude that the V&E report is not sufficient to resolve
all of the issues we face in the audit, we may advise you that additional investigative procedures may be

necessary before KPMG can complete its work. In certam circumstances, we, as auditors may be obligated

.l.l KPMG LLP, a.U.S. Irmnad Habilty partriarstip, is the U.S.
member firm of KPMG' a Swiss
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to raise any unresolved questions with the City Council which, according to our engagement letter, is the
body to which our audit report is to be addressed. In addition, KPMG reserves the right to resign this
engagement if it concludes, in its professional judgment, that the City’s investigation of these issues has
not been sufficiently comprehensive to enable KPMG to reach conclusions necessary for the issuance of an
audit report.

Ini light of the issues currently facing us and to ensure that KPMG’s position is clear to all concerned, we
believe it is appropriate that we provide a copy of this letter to Lamont Ewell, City Manager, and Terri
Webster, Acting City Auditor and Comptroller.

Thank you again for your time on Friday. ‘Please contact us at your convenience to discuss any of the
foregoing issues in greater detail. :

Very truly Wurs",

KPMG LLP

S Dt

Steven G. DeVetter
Partner

cc:  Mr. P. Lamont Ewell, City Manager
Ms. Terri Webster, Acting City Auditor and Comptroller
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VIA FACSIMILE AND U.S. MAIL

Mr. Steven G. DeVetter, Partner

KPMG

Three Embarcadero Center

Suite 2000 v

San Francisco, CA 94111-4073 : !
Fax: (415) 986-3439 : :

Dea.r. Mr. DeVetter:
Re:  City of San Diego Fiscal Year 2003 Audit

I am writing in response to the letters of KPMG dated August 9, 2004 and September 1,
2004. At the outset, let me express the City’s intention to assist KPMG in performing all
reasonable steps necessary in order to conduct the audit of the financial statements of the City of
San Diego (the “City”) as we have to date, in accordance with auditing standards generally
accepted in the United States and the standards for financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States

As stated in our letter agreement with KPMG dated April 13, 2004 (the “Agreement”),
the City retained the law firm of Vinson & Elkins LLP (“Counsel”) to conduct an independent
investigation of the City’s disclosures relating to pension matters in its municipal bond offering
from 1996 to February 2004 and certain other matters (the “Investigation™) and to prepare a
written report with observations, conclusions and recommendations (the “Report™). On
September 16, 2004, Counsel filed the Report with the Office of the City Clerk and the City
Council will receive the report in open session today at 2:00 p.m. The Report fully satisfies, and
indeed exceeds, the requirements of our terms of engagement with Counsel. We believe that the
City is the only municipal government to have commissioned an investigative report of its
disclosure practices. However, we ask that, to the extent you are aware of similar reports
prepared for municipal governments, you share the portions you consider relevant with us.

The City now wishes to determine what additional needs, if any, KPMG has in order to
issue its audit opinion with respect to the City’s Fiscal Year 2003 Comprehensive Annual
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- Financial Report (“2003 CAFR™), as well as the additional services covered by the Agreement.
Your correspondence. to date does not clarify this issue in light of the Report.

Please regard the following comments in response to your letters as made in order to
further the dialogue between the City and KPMG. In your letter of August 9, you made certain
initial observations that we believe misinterpret documents and records provided to you. For
example, you state that SDCERS Trustee Diann Shipione has “pointed out” errors in the City’s
accounting going back to 1996. To our knowledge, Ms. Shipione has never alleged any errors in
the City’s financial statements other than with respect to one statement in a footnote to the City’s
financial statements for the fiscal year ended June 30, 2002. As discussed in the Report at page
109, that error, which was certainly not material in itself, was the result of a failure to update the
City’s footnote disclosure from the previous year (when the statement was accurate). The
footnote did have other, more serious problems, as Paul Webber and City staff later discovered.
Ms. Shipione’s criticisms have, in the main, gone not to the City’s accounting but to its failure to
adequately fund SDCERS. The Report, as a general matter, agrees with these criticisms and
discusses in detail their relevance to the City’s financial disclosure.

As another example, you stated that the CERS actuary “may have worked with the City
to change assumptions with the intent of lowering the calculated actuarial required contribution
by the City.” In the communication at issue, Mr. Roeder did not propose any change in actuarial
“assumptions.” He pointed out that under applicable standards, it is permissible to use a
different amortization period for expensing a pension system’s unfunded actuarial accrued
liability than is used for calculating employer contributions. This view was confirmed in
documents provided to you that express the views of Gary Caporicci, Caporicci & Larson, and
Leslie Finertie, an actuary with the firm of Towers Perrin. In his review of the City’s financial
disclosure, this view was also accepted by Paul Webber, Orrick Herrington. If you have reason
to believe these opinions are incorrect, please so inform us. We will request that Counsel make
itself available at your convenience to discuss these and other matters that appear from your
correspondence to be of concern to KPMG.

With respect to the seven questions raised in your letter, please note my comments
below: ‘ -

Question 1, Comment. As the City publicly disclosed on January 27, 2004, the footnotes
to the City’s financial statements for the fiscal year ended June 30, 2002, contained various
errors and omissions. Some of these errors and omissions also affected previous years’ financial
disclosure. The footnotes were prepared, as required by contract, by the City’s former
independent auditor, Calderon, Jaham, and Osborn, which firm was acquired by Caporicci and
Larson in January 2003. The City has terminated its relationship with Caporicci and Larson.
The City’s financial statements for the relevant period were prepared under the supervision of the
former City Auditor and Comptroller, Ed Ryan. Mr. Ryan retired on February 13, 2004. He
declined to be interviewed by Counsel in connection with its Report. The City is actively
engaged in finding a new Auditor and Comptroller. The Report addresses on page 159 the issue
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- of the possible intent of City officials to allow the City to issue misleading financial disclosure.
We would appreciate being referred to relevant extracts from investigative reports for municipal
issuers or other issuers that address the issue of intent in a manner that goes beyond this
statement.

. Question 2. Did the City enter into any agreement ... or otherwise take any actions...
that is a violation of State, City, or other laws? ' :

Question 2, Comment. Please note that the City’s potential liability for any violations of
law arising from the alleged underfunding of its pension system was addressed through
settlement in the recent Gleason suit. According to the terms of the settlement, the terms are
binding upon all who might have standing to sue on such matters. To our knowledge there are
no other claims that have been asserted in connection with the City’s relationship to its pension
system, or related disclosure issues. To the extent any potential claims can be identified, we will,
of course, have no objection to appropriate disclosure of the related contingent liabilities.

As you know, the only direct reflection of the City’s obligation to fund SDCERS in the
City’s balance sheet is the line item “net pension obligation.” ‘We are not aware of any
allegations that this item has ever been materially misstated. Various errors in the City’s
previous footnote disclosure concerning pension matters are discussed in detail in the Report and
in the City’s January 27, 2004 voluntary disclosure. If you have any reason to believe the City’s
disclosure of these errors and omissions is in any way incomplete or inadequate, please so inform
us. -

More generally, please note the general, long standing, principle of the law of municipal
corporations cited in the Report at page 11: “A legislative act by a city council that violates or is
not in compliance with that city’s charter is void, but the actions of the individual members of
the city council in taking such action generally are not open to challenge in the courts, and where
the enactment of legislation is challenged as resulting from improper or fraudulent motives, the
law may not be voided on such grounds.” Please identify and explain for us the details of any
remaining concerns under Question 2 that affect your ability to issue your audit letter under
GAAS, so that we may determine appropriate actions to address your concerns.

Question 3, Comment. The actions of the SDCERS Board are described in the Report,

~ including the extensive reliance upon fiduciary counsel. The SDCERS Board is independent of
the City of San Diego. Three of the thirteen Trustees of SDCERS are, by City Charter, officials
of the City. Please identify and explain for us (a) how actions of an entity independent of the _
City and (b) the three City individuals serving as SDCERS Trustees, relate to your audit lette
under GAAS so that we may determine appropriate actions to address your concerns. '

Question 4, Comment. The history of the use of surplus earnings is discussed in Part II
_ of the Report. Please identify and explain for us the details of any remaining concerns under
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Question 4 that affect the issuance of your audit letter under GAAS so that we may determine
appropriate actions to address your concemns.

Question 5, Comment. See the discussion under Part II and note that the Gleason
settlement resolves the economic consequences of the City’s actions. Please identify and explain
for us the details of any remaining concerns under Question 5 that impair the issuance of your
audit letter under GAAS so that we may determine appropriate actions to address your concerns.

Question 6, Comment.

(2) SDCERS. Please note that the SDCERS Board is a separate legal entity from the
City. The Report contains a discussion of actions of the SDCERS Board, but such discussion is
subject to the limited cooperation and access to relevant information provided by this entity. As
with Question 3, please identify and explain for us (a) how actions of an entity independent of
the City and (b) the three City individuals serving as SDCERS Trustees, relate to your ability to
issue and impair the issuance of your audit letter under GAAS so that we may determine
appropriate actions to address your concerns. '

(b) The City. An analysis of the actions of the City is contained in the Report. In light of
the general legal principle cited in the Report as described in the Comment to Question 2 and the
resolution of any economic exposure resulting from such actions through the Gleason settlement,
please identify and explain for us the details of any remaining concerns under Question 6 that
affect the issuance of your audit letter under GAAS so that we may determine appropriate
actions to address your concerns. ' '

Question 7, Comment. Please note the discussion on page 91 of the Report concerning
any undue influence on the SDCERS actuary in connection with Manager’s Proposal 2. Please
explain for us the details of any remaining concerns under Question 7 that impair the issuance of
your audit letter under GAAS so that we may determine appropriate actions to address your
concerns.

With respect to your suggestion that we consider independent electronic discovery, given
the findings of the Report, and considering the lack of interest by the SEC and US Attorney
expressed in such activity, as well as the additional cost to the City, please identify and explain
for us the details of any remaining concerns relating to the use of independent discovery that
affect the issuance of your audit letter under GAAS so that we may determine appropriate
actions to address your concerns.

We note that Counsel has produced the key documents behind the Report to you in two
shipments, one delivered Saturday and one sent today. Please advise us of any additional
requests you have,
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We are encouraged that KPMG has retained the services of Sidley, Austin, Brown and
Wood in this matter. In addition to their expertise in the representation of accounting firms, we
are aware of their expertise in municipal finance. '

We are sensitive and intend to support KPMG in meeting its professional obligations
prior to issuing its audit report. We ask that KPMG recall the oral assurances KPMG provided
the City at the time it pursued this engagement this past spring, in particular its sensitivity to the
timing needs of the City to be able to enter the public securities markets. We are now advised by
Standard & Poore’s Rating Services that they have suspended the City’s rating “due to the
continued absence and lack of estimated release date for the city’s fiscal 2003 audited financial
statements.” As a result, our bondholders and the City may suffer economic harm.

In our view the Report is sufficiently comprehensive to allow you to reach the -
conclusions necessary for compliance with Section AU 317 of the AICPA Professional
Standards and for the issuance of your audit report. We also believe this letter addresses each of
the particular questions that you raised in your previous correspondence. After your review of
this letter, please call me so that we can schedule a timely meeting to discuss any remaining
issues relating to the impact on the financial statements and the issuance of the audit report.

Sincerely,

Leslie J. Girard
Assistant City Attorney

LIG:km
cc: City Manager
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INTRODUCTION

prosecutors and the courts. The investigation of fraud, because it deals with the individual
rights of others, must be ¢conducted only with adequate cause or predication.

Predicarion i tig totality-of circumstances:that would lead a reasonable, professional.ly::-

_trained, and. prudentindividual tosbelieve a-fraud-has-occurred;.is:occurring, and/or will «

ut Predication is the basis upon which an examination is commenced. Fraud
examinations should not be conducted without proper predication. -

'Fraud Theory Approach o
Each fraud examination begins with the proposition that all cases will end in litigation.
To solve a fraud without complete evidence, the examiner must make certain
assumptions. This is not unlike the scientist who postulates a theory based on observation
and then tests it. In the case of complex fraud, frand theory is almost indispensable. Fraud
theory beginswith the as-sumpt?-if@n-, based on the known facts, of what might have.«:
.Qecurred. Then that assumption is tested to determine whether it is provable. The fraud
theory approach involves the following steps, in the order of their occurrence:
O Analyze available data
Q . Create a hypothesis
O  Test the hypothesis
Q. Refine and amend the hypothesis

- A case study on internal fraud that is based on an actual incident, and one that is .cdmmon
in the commercial and governmental environment, illustrates the concepts involved in the
fraud examination process. The names and certain other facts have been changed for
purposes of illustration. '

 LINDA REED COLLINS CASE STUDY
Linda Reed Collins is purchasing manager for Bailey Books Incorporated in
St. Augustine, Florida. Bdiley, with 3226 million in annual sales, is one of the
country’s leading producers of textbooks for the éollege and university market
as well as technical manuals for the medical and dental professions.

Bailey’s headquarters consists of 126 employees, plus numerous sales
personnel in the field. Because of the competitive nature of the textbook
business, their profit margins are quite thin. Bailey's purchases average about

Fraud Examiners Manual ~ ©2003 Association of Certified Fraud Examiners Revised 04/01/03

- XXVit -
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VINSON & ELKINS L.L.P.

THE WILLARD OFFICE BUILDING -
1455 PENNSYLVANIA AVE,, NAXC.
WASHINGTON, D.C. 200041008
“FELEPHONE (202) 639-6500

FANX (202) 630-6604

wnw.velaw.com

Vinsori&Ell& &

ATTORNEYS AT LAW

Paul S. Maco

Direct Dial (202) 639-6705
Direct Fax (202) 879-8905
pmaco@velaw.com

February 18, 2004

Casey Gwinn, Esq.

San Diego City Attorney
Office of the City Attorney
Civic Center Plaza

1200 Third Avenue, Suite 1620
San Diego, CA 92101

Dear Mr. Gwinn:

We appreciate being asked to represent the City of .San Diego in connection with the
Securities and Exchange Commission’s (“SEC”) inquiry Jn the Matter of San Diego Municipal
Bond Securities Offerings (MLA-2842). Our experience has been that it is mutually beneficial to
set forth, at the outset of our representation, the role and responsibilities of both our law firm and
the client. That is the purpose of both this letter and the separate Standard Terms of Engagement
for Legal Services that is enclosed with this letter.

Client

, The client for this engagement is the City of San Diego (“the City”). This engagement

does not create an attorney-client relationship with any related persons or entities, such as
parents, subsidiaries, affiliates, employees, officers, directors, shareholders, or partners. Our
representation of the City will not involve the representation of any City employee in their
individual capacity.

Scope of Engagement

As your counsel we will provide legal advice and representation to the City in the SEC
and U.S. Attorney inquiry. As part of our representation, we will conduct an internal review of
City disclosure relating to pension matters in its municipal bond offerings from 1996 to the
‘present and prepare a report with observations, conclusions and recommendations (the
“Report”). The initial scope of internal review will be agreed upon by separate cover., We agree
that the Report is not to be an advocacy document, but an objective “warts and all” report. This
engagement will include only the matter described in this paragraph and any addmonal matters
that are made part of the engagement by written supplement to this letter.
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We understand and agree that this is not an exclusive agreement, and you are free to
retain any other counsel of your choosing. We recognize that we shall be disqualified from
representing any other client with interests materially and directly adverse to yours (i) in any
matter which is substantially related to our representation of you and (ii) with respect to any
matter where there is a reasonable probability that confidential information you furnished to us
could be used to your disadvantage. You understand and agree that, with those exceptions, we
are free to represent other clients, including clients whose interests may conflict with yours in
litigation, business transactions, or other legal matters. You agree that our representing you in
this matter will not prevent or disqualify us from representing clients adverse to you in other
matters and that you consent in advance to our undertaking such adverse representations.

This engagement and our attorney-client relationship will be terminated when we have
completed the services in the matters covered by this engagement letter and any written
supplements to this engagement letter. If you later retain us to perform further or additional
services, our attorney-client relationship will be established by another engagement letter.

Our firm represents a number of lawyers and law firms in professional liability, business,
tax and other matters. This means that we may have répresented may currently represent, or in
the future may represent counsel opposing your interests in a matter in which we represent you.
This will not in any way affect the diligence or vigor with which we represent your interests in
the matter or the matters on which you engage our firm. If this is a concern to you, please let us
know and we will check on the particular lawyers involved in your matter or matters.

We understand that our initial representauon is in an amount not to exceed $150 000.
This amount may be supplemented in the future based upon mutual agreement.

Cooperation

In order to enable us to render effectively the legal services contemplated, the City has
agreed to disclose fully and accurately all facts and keep us informed of all developments
relating to the inquiry. We necessarily must rely on the accuracy and completeness of the facts
and information you and your agents provide to us. The City has agreed to cooperate fully with
us and to make certain City representatives available to attend meetings, discovery proceedings
and conferences, hearings and other proceedings. We will attempt to schedule depositions,
hearings, etc. to serve the convenience of those representatives, but it is the nature of inquiries
and of litigation that such schedules are often not within our control.

We will of course make our best efforts to achieve a result in this inquiry that is
satisfactory to the City. However, because the outcome of inquiry and any subsequent litigation
is subject to the vagaries and risks inherent in the litigation process, it is understood that we
make no promises or guarantees to the City concerning the outcome and cannot do so.

Fees

For this matter, our fees will be based on the time spent by the lawyers and paralegal
personnel who work on the matter. Based on our understanding of this matter, we anticipate that
most of the work on the City’s matter will be uridertaken by me and my partner, Richard Sauer
with the assistance of several associates as needed. We will also be assisted by our partner Mark
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Tuohey. My hourly rate for this matter will be $425, Rick Sauer’s will be $425 and Mark’s will
be $450. All associates will be billed at our reduced level II rates, in recognition of the
governmental nature of the client. In addition to Mark Tuohey, we expect to seek the advice of
partners with expertise in certain areas, such as pension and employee benefits law. Their time
will be charged at the lower of our level II rates or $450 per hour. In an effort to reduce overall
legal costs, we utilize paralegal personnel whenever appropriate. Time devoted by such
paralegal personnel to client matters is currently charged at billing rates generally ranging from
$145 to $175 per hour. Billing rates for both attorneys and paralegal personnel are, from time to
time, reviewed and adjusted and may be changed with or without notice.

In further effort to minimize legal costs, we anticipate working with and utilizing the staff
of the City Attorney’s Office in a variety of tasks, including the assembly and production of
documents and other materials as requested by the SEC. -

By engaging us, you acknowledge and agree that you are responsible for payment of fees,
expenses and disbursements. In appropriate matters as an accommodation to you, we may agree
to direct our bills to third-party payors (e.g., an insurer), but you agree that you will remain fully
responsible for timely payment of our bills if for any reason the third party does not timely pay
such bills. Likewise, we agree that we owe our professional obligations to you, even when a
third party pays our bills.

Other Charges

In addition to our fees, there will be other charges for items incident to the performance '
of our legal services, such as photocopying, messengers, travel expenses, long-distance -
telephone calls, facsimile transmissions, postage, overtime for secretaries and other non-legal
staff, specialized computer applications such as computerized legal research, and filing fees. The
basis upon which we establish these other charges is set forth in the Standard Terms of
Engagement For Legal Services.

Investment Disclosures .

. Many of the Firm's lawyers, directly or beneficially, own interests in corporations and
other entities or in real property. Although our computerized system used for checking conflicts
of interest tracks all investments made in the name of the Firm, it does not contain data as to
investments made individually by each of the Firm's lawyers. If you are at all concerned about
these individual investments, we will be pleased to canvass our lawyers about their individual
investments in any entity or entities about which you may be concerned.

Withdrawal or Termination

Our relationship is based upon mutual consent and you may terminate our representation
at any time, with or without cause, by notifying us. Your termination of our services will not
affect your responsibility for payment of fees for legal services rendered and of other charges
incurred before termination and in connection with an orderly transition of the matter.

We are subject to the rules of professional conduct for the jurisdictions in which we
. . . . A ' :
practice, which list several types of conduct or circumstances that require or allow us to
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withdraw from representing.a client, including for example, nonpayment of fees or costs,
misrepresentation or failure to disclose material facts, fundamental disagreements, and conflict
of interest with another client. We try to identify in advance and discuss with you any situation
which may lead to our withdrawal, and if withdrawal ever becomes necessary, we give you
written notice of our withdrawal. If we elect to withdraw for any reason, you will take all steps
necessary to free us of any obligation to perform further, including the execution of any
documents necessary to complete our withdrawal, and we will be entitled to be paid for all
services rendered and other charges accrued on your behalf to the date of withdrawal.

Other

If the foregoing, including the items set forth in the enclosed Standard Terms of
Engagement For Legal Services, correctly reflects your understanding of the terms and
conditions of our representation, please so indicate by executing the enclosed copy of this letter
in the space provided below and return it to the undersigned.

- Please contact me if you have any questions. We are pleased to have this opportunity to
be of service and to work with you. ' _

Very truly yours,
lVINSON & ELKINS L.L.P.
- By _ . /4//%%3
Enclosure | / | Pau{}’-/MaCO
AGREED TO AND ACCEPTED:
 The City'of San Diego '

esliey. Girard
Assistant City Attorney




VINSON & ELKINS L.L.P.

Standard Terms of Engagement
for Legal Services

This statement sets forth certain standard terms of our engagement as your lawyers and is
intended as a supplement to the engagement letter that we have with you as our client. Unless
modified in writing by mutual agreement, these terms will be an integral part of our agreement
with you as reflected in the engagement letter. Therefore, we ask that you review this statement
carefully and contact us promptly if you have any questions. We suggest that you retain this
statement in your file with the engagement letter. ' '

The Scope of Our Work

, You should have a clear understanding of the legal services we will provide. Any
questions that you have should be dealt with promptly.

We will at all times act on your behalf to the best of our ability. Any expressions on our
part concerning the outcome of your legal matters are expressions of our best professional -
judgment, but are not guarantees. Such opinions are necessarily limited by our knowledge of the
facts and are based on the state of the law at the time they are expressed..

It is our policy that the person or entity that we represent is the person or entity that is -
identified in our engagement letter, and absent an express agreement to the contrary does not .
include any affiliates of such person or entity (e.g., if you are a corporation or partnership, any
parents, subsidiaries, employees, officers, directors, shareholders or partners of the corporation
or - partnership, or commonly owned corporations or partnerships; or, if you are a trade
association, any members of the trade association). If you believe this engagement includes
additional entities or persons as our clients you should inform us immediately.

It is also our policy that the attorney-client relationship will be considered terminated
upon our completion of any services that you have retained us to perform. If you later retain us
‘to perform further or additional services, our attorney-client relationship will be revived subject
to the terms of engagement that we agree on at that time.

This engagement shall be subject to the Disciplinary Rules of Professional Conducf for
the District of Columbia.

Who Will Provide the Legal Services

Customarily, each client of the firm is served by a principal attorney contact. The
principal attorney should be someone in whom you have confidence and with whom you enjoy
working. You are free to request a change of principal attorney at any time. Subject to the
supervisory role of the principal attorney, your work or parts of it may be performed by other
lawyers and legal assistants in the firm. Such delegation may be for the purpose of involving
lawyers or legal assistants with special expertise in a given area or for the purpose of providing



services on the most efficient and timely basis. Whenever practicable, we will advise you of the
names of those attorneys and legal assistants who work on your matters.

How Our Fees Will Be Set

Generally, our fees are based on the time spent by the lawyers and paralegal personnel
who work on the matter. We will charge for all time spent in representing your interests,
including, by way of illustration, telephone" and office conferences with you and your
representatives, consultants (if any), opposing counsel, and others; conferences among our legal
and paralegal personnel; factual 1nvest1gat10n legal research; respondmg to your requests for us
to provide information to your auditors in connection with reviews or audits of financial
statements; drafting letters and other documents; and travel. We will keep accurate records of
the time we devote to your work in units of quarters of an hour.

The hourly rates of our lawyers and legal assistants are reviewed and adjusted annually
on a Firm-wide basis to reflect current levels of legal experience, changes in overhead costs, and
other factors. The fees for this engagement will be as set forth in the letter to which this
document is attached, unless modified by subsequent amendment to such letter.

Although we may from time to time, at the client's request, furnish estimates of legal fees'
and other charges that we anticipate will be incurred, these estimates are by their nature inexact
(due to unforesceable circumstances) and, therefore, the actual fees and charges ultimately billed
may vary from such estimates.

Additional Charges

In addition to our fees, there w111 be other charges for items incident to the performance
of our legal services, such as photocopying, messengers, travel expenses, long-distance
telephone calls, facsimile transmissions, postage, overtime for secretaries and other non- -legal
staff, specnahzed computer applications such as computerized legal research, and filing fees. The
current basis for these charges is set forth below. The Firm will review this schedule of charges
on an annual basis and adjust them to take into account changes in the Firm's costs and other
factors.

Duplicating
The Firm charges $.15 per page.

Courier Services

The Firm charges an amount which generally represents cost including the
distribution service provided by the Firm. Depending on the volume of work
performed by a service provider, the Firm may receive a volume discount during a
particular accounting period for which no adjustment is made on an individual
client's bill.

Computer Aided Legal Research (CALR)




Third party providers of CALR services charge the Firm amounts each month
based on the type, extent, and duration of the services provided. The Firm charges
clients for client research only based on the computed cost to the Firm for the use
of the services. This cost is monitored and revised periodically to achieve an
average "at cost" rate for clients.

Telefax.

.The Firm charges $1.00 per page for outgoing telefaxes, which includes all
~ telephone costs. '

Telephone

The Firm does not charge for local calls. Due to the Firm-wide volume of long

distance calls and multitude of rates for the various area codes and exchanges

(over 65,000), the Firm does not bill each individual call based on the statements

received from providers, but rather charges a flat rate of $.41 per minute for each

long distance call made within the United States. This rate ($.41) is an

approximation of third party provider charges and internal costs associated with

this service. International calls are charged based on the rate in effect for the -
country being called.

Travel-Related Expenses

Airfare, meals, and related travel expenses charged to the client represent actual
out-of-pocket cost. Depending on the volume of both Firm and personal travel,
the Firm may receive beneficial services, including airline tickets from its travel
agent for which no adjustment is made on an individual client's account, In
addition, credits earned under the Frequent Flyer Programs accrue to the
individual traveler and not to the Firm.

All Other Costs

The Firm charges actual disbursements for third-party services like court
reporters, expert witnesses, etc., and may recoup expenses reasonably incurred in
connection with services performed in-house, such as mail services, secretarial
overtime, file retrieval, etc.

Unless special arrangements are otherwise made, fees and expenses of others (such as
experts, investigators, consultants and court reporters) will be the responsibility of, and billed
directly to, the client. Further, all invoices in excess of $500 will be forwarded to the client for
direct payment.

‘Billing Arrangements and Terms
Our billing rates are based on the assurhption of prompt payment. Consequently, unless

other arrangements are made, fees for services and other charges will be billed monthly and are
payable within thirty days of receipt.
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By engaging us, you acknowledge and agree that you are responsible for payment of fees, .
expenses and disbursements. In appropriate matters as an accommodation to you, we may agree
to direct our bills to third-party payors (e.g., an insurer), but you agree that you will rerain fully
resﬁonsible for timely payment of our bill§ if for any reason the third party does not timely pay
such bills. Likewise, we agree that we owe our professional obligations to you, even when a
third party pays our bills. :

Confidentiality

We will preserve the confidentiality of information you provide us- consistent with
applicable law including the rules of professional conduct governing lawyers. This confirms
your agreement that, with respect to firm brochures or other material or information regarding
the firm and its practice, we may indicate the general nature of our representation of you and
_your identity as a firm client. :

Client and Firm Documents

We will maintain any documents that you furnish to us in our client file (or files) for this
matter. At your request, we will return your documents to you at the conclusion of the matter (or.
earlier, if appropriate). It is your obligation to tell us which, if any, of the documents that you
furnish us that you want returned. We will return those documents to you promptly after our
receipt of payment for outstanding fees and charges. Our own files pertaining to this matter,
including the work performed by our attorneys, will be retained by the firm. Any documents. .
retained by the firm will be kept for a certain period of time, and ultimately we will destroy them
in accordance with our record retention program schedule then in effect.
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Report on Investigation

The City of San Diego, California’s
Disclosures of Obligation to Fund the
San Diego City Employees’ Retirement System
and Related Disclosure Practiceé
1996-2004
with

Recommended Procedures and Changes to the Municipal Code

September 16, 2004

Paul S. Maco
Richard C. Sauer
Vinson & Elkins L.L.P.
Washington, D.C.




EXHIBIT 10



Three Embarcadero Center Telephone 415 951 0100
San Francisco, CA 94111

October 29, 2004

The Honorable Dick Murphy, Mayor
Mr. Lamont Ewell, City Manager
City of San Diego  ~

1200 Third Avenue

San Diego, CA 92101

Gentlemen:

We write this letter in an earnest attempt to make progress with the City of San Diego towards '
addressing the issues that must be resolved before KPMG can complete its audit of the City’s 2003
financial statemenits.

The immediate topic we must address is the letter dated October 28, 2004 from Paul Maco of
Vinson & Elkins (V&E) addressed to Les Girard, Assistant City Attorney. That letter, which
appears to have been posted immediately on the City’s website, in our opinion seriously impairs,
rather than advances, the prospects for a prompt resolution of the issues that currently stand in the
way of KPMG completing its audit.

We will not in this letter seek to correct all of the statements in Mr. Maco’s letter which we believe
are inaccurate. However, we do wish to convey to you, as two individuals with significant
responsibility for the City’s affairs, several points, which are intended to be direct, but constructive:

First, KPMG cannot, and will not, complete an audit of the 2003 financial statements unless the
. City completes an independent investigation of potential illegal acts as we have outlined in our
prior correspondence.

Second, KPMG does not seek, as Mr. Maco asserts, “broad and unspecified assurances that the City
and its officials have not committed ‘illegal acts.” ” Nor do we request that the City retain counsel
to “speculate on an unbounded universe of unasserted claims.” We believe that our prior letters
cannot reasonably be construed to have made such requests. To the contrary, we have laid out what
our concerns are, and repeatedly advised the City’s representatives that these concerns must be
addressed through an investigation that was designed to develop facts that would enable the City
and its counsel to address those concems.

Third, while we believe it is somewhat unusual for an auditor to provide a detailed explanation to a
client of the auditing standards that justify an auditor’s request for information, we have done so
here. In our correspondence, we not only discussed relevant audltmg literature, but also explicated
for the City some of the applicable accounting principles that require the City in its financial

| KPMG, LLP. KPMG UuP,a imlled Ileblllly partnarship, is
- 8 member of KPM| a Swi




The Honorable Dick Murphy, Mayor
Mr. Lamont Ewell, City Manager
City of San Diego

October 29, 2004

Page 2

—

statements to inake disclosures of any violations of finance-related laws and regulations.! We
believé that the City cannot comply with this requirement unless it conducts the kind of
investigation we have requested and described in our October 11, 2004 letter. Accordingly, the
investigation we are requesting is one that the City ought to desire to complete so that it can
discharge its own financial reporting obligations and not solely because KPMG is insisting that it
do so. The City, as the issuer of its financial statements, must conclude on the question of whether
any of the issues discussed in our October 11, 2004 letter and its attachments and the conduct
discussed in the V&E report was illegal and, if so, whether any violations must be disclosed, and.
have been adequately disclosed, in the financial statements in accordance with GAAP. We would
further expect the City would also determine to its satisfaction that all necessary and appropriate
remedial actions have been taken with respect to conduct that is investigated. It is because it is the
City’s obligation to reach these conclusions that KPMG has suggested that the City obtain from its
investigators sufficiently clear legal conclusions to enable the City to make the necessary

_ determinations; we have not, as Mr. Maco suggests requested that any law firm issue a legal -

opinion to KPMG on any subject and his allusion to the ABA protocol for FAS 5 (Contingent
Liability) attorhey letters is completely off subject. It is, thus, extremely disappointing and
surprising that Mr. Maco’s letter so ardently contends that KPMG has not explained the auditing
standards motivating its request. It is equally troubling that his letter erroneously asserts that
KPMG “was not following established auditing standards.””

In light of the foregoing, and considering both that Mr. Maco may not speak for the City on these
matters and that (at least according to certain press reports) there may not have been adequate
communication within the City about our position, we believe that a key element of our meeting on
Monday November 1, 2004 will be to secure the authoritative position of the City on these
important issues. Our fundamental goal for this meeting is the same one we expressed in our letter
dated October 27, 2004: “to discuss how the City plans to conduct an adequately detailed
investigation that will permit KPMG to conclude its audit.” - -

If the City is prepared to proceed with aii appropriate investigation, then we urge you to consider
retaining counsel other than V&E to do so. The positions asserted in, and oppositional tone of, Mr.
Maco’s letter raises questioiis about V&E’s willingness or ability in these circumstances to
compléte the investigation of, and reach conclusions on, the audit-critical questions posed in otir
prior oral and writtéh ¢comtiiunications and to do so in an objective and independent manner. Our

! In light of these requirements, the fact that the City may be exempt from Section 10A of the Securities Exchange Act of
1934 as Mr. Maco asserts, does not eliminate the City’s obligations under Generally Accepted Accounting Principles
(“GAAP”) applicable to governments. .

? Again, in the interest of assisting the City in understanding its obligations and explalmng the professional guidance that
KPMG believes is applicable here, we are enclosing a copy of a very recent Practice Alert published by the American
Institute of Certified Public Accountants on “Illegal Acts”.
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The Honorable Dick Murphy, Mayor
Mr. Lamont Ewell, City Manager

~ City of San Diego

October 29, 2004
Page 3

reading of the letter suggests to us that, at this point, conducting the kind of investigation that is
necessary may be in tension with V&E’s ongoing representation of the City in the pending SEC
investigation. .

KPMG’s ability to complete its audit of the City’s financial statements is dependent on resolution
of these outstanding issues. We have been, and will continue, to perform the service we understood
the City wanted us to perform (i.e. to objectively exercise our professional judgment in the
application of professional standards). We stand ready to do so in the independent manner we
believe the City, the investing public and the taxpayers expect.

Very truly yours, -
KPMG LLP

Steven G. DeVetter
Partner

cc: Mr. Leslie Girard, Assistant City Attorney, City of San Diego
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San Diego City Attorney
MICHAEL J. AGUIRRE

NEWS RELEASE

FOR IMMEDIATE RELEASE: December 9,2004

Contact: Maria Velasquez, Press Secretary: (619) 235-5725 (pager & voicemail) mvelasquez@sandiego.gov

STATEMENT FROM CITY ATTORNEY MICHAEL J. AGUIRRE
- FINANCIAL DISCLOSURE PRACTICES INVESTIGATION, AND
DECISION NOT TO JOIN SAN DIEGO’S RETIREMENT SYSTEM

Action Taken to Ensure Public Confidence

The City Attorney’s Office is undertaking a separate and independent investigation into issues raised
in the Report on Investigation of the City of San Diego’s Disclosures of Obligations to Fund the San
Diego City Employee’s Retirement System and Related Disclosure Practices 1996-2004, dated 16
September 2004. After the investigation is completed, a decision will be made whether to refer any
matters to the City Attorney’s new Public Integrity Unit in the Criminal Division.

The City Attorney has also announced that he will not become a member of the San Diego
Retirement System until the conclusion of the San Diego City Attorney's investigation of the
outstanding legal issues addressed, arising out of, or related to the Report on Investigation of the San
Diego Disclosures of Obligations to Fund the San Diego City Employee's Retirement System and
Related Disclosure Practices 1996-2004, dated 16 September 2004. He is taking this action to
ensure public confidence in the resolutlon of any investigations undertaken by the San Diego City
Attorney's office.

Please note the City Attorney is permitted to not become a member of the retirement system under
Municipal Code § 24.1702 which prowdes

§24.1702 Membership by Elected Officers Permissive

Every Elected Officer in office at the time this section becomes: effective, or elected
after the effective date of this section, may become a Member of this System if he
files with the Board a written election to become a Member.

(Retitled from "Membership by Legislative Officers Permissive" and amended 10-8-
2001 by O-18994 N.S.)

Thus, City Attorney Agulrre will not be filing a written election to become a member of the San Dlego
City retirement system at this time.

HiH

Recent City Attorney media releases can be accessed on the San Diego City Attorney's home page located on the Internet at http://www.sandiegocityatiomey.org

1200 Third Avenue, Suite 1620, San Diego, California 92101-4188 (619) 236-6220
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III. RETIREMENT BENEFITS AND UNFUNDED PENSION LIABILITIES

All full time City employees participate in the San Diego City Employee Retirement System
(SDCERS), which is the City’s Defined Benefit Pension Plan. As a defined benefit plan, retirement
benefits are determined primarily by a member’s age at retirement, the length of membership service
and the member’s final compensation earnable based on the highest one-year period.

The level of retiree benefits is a policy issue. The question to be addressed by the Committee is
how these benefit policies affect the fiscal health of the City. The Committee did not address the issue

of how the City’s pension assets are invested.

Employee retirement benefit liabilities of the City comprise two issues:

¢ Pension Benefits
e Retiree Health Benefits

A. PENSION BENEFITS

The Committee has two concerns regarding the Retirement Benefit Liability:

1. Whether the City is paying out of its current year’s budget the full cost being incurred by its
current workforce for their future pension and retivee health benefits.

2. Whether the budgetary process adequately comprehends the steadily growing annual expense
obligation, particularly given the uncontrollable and non-discretionary nature of this liability.

The potential risk is that policy makers grant benefit enhancements today (to satisfy employee
concerns, to negotiate trade offs with unions, etc.), but avoid recognizing the actual annual cost of such
by actuarially spreading the cost over years far out in the future, long after the individuals who made the
policy decisions are gone. This is particularly acute where the retiree benefit enhancements are granted
"retroactively”, i.e. new improved benefits, which are applied to past, as well as future, years of service
for active employees. This retroactive approach is the general practice of the City.

Major pension improvements (20% increase) were implemented in Fiscal Year 1997 and benefits
were increased by another 12% in Fiscal Year 2000 as a result of a litigation settlement. San Diego
County is in the final stages of approving major pension improvements, exceeding San Diego City
benefits. This will undoubtedly lead to pressure for further increases for City employees.

The City’s annual cash contribution expense for pension was $68 million for Fiscal Year 2001. This
is one of the larger items in the City’s overall budget. Further, this expense line item has been growing
at about a 9% per year compound rate the last five years and at a much faster rate if measured back 10
years. '

20



binding obligation appears to be an “indirect” part of the actuarial computation to develop the annual
pension cash contribution. The City’s practice is in accordance with current Generally Accepted
Government Accounting Principles (GAAP). However, 12 years ago GAAP was changed for private
industry to require the recognition annually of the cost of future retiree health benefits being “earned”
that year by the current work force. The reason for this accounting change was the growing concern
over the very sizeable liabilities for future payments that were not being fully recognized.

The Committee recognizes the City has the potential for this same problem, i.e. a sizeable, growing
liability for future payments. The City has a growing workforce, an early age for retirement (50 for
Public Safety employees and 55 for General employees), a lengthening of life spans, and an ever
increasing cost of health care. As a consequence, retiree medical costs represent a "non-discretionary"
expense, which will grow faster and most probably much faster, than the current employee salary base in
the City budget.

While this retiree medical cost is currently a relatively small budget item, it will most likely grow at
an increasing rate, in essence for costs of prior years' employee service. It is conceivable this liability at
today's present value could exceed $100 million. It is unclear how well the City policy makers
appreciate this overall expense issue and how it will affect the City budget in the future.

C. FUNDING LEVEL

SDCERS is not in a fully funded position. It is currently funded at 97% (i.e. its current assets
equaled 97% of the actuarially computed present value of the future Pension Plan liabilities). The
absolute dollar amount of under funding hit a peak of $148 million in Fiscal Year 1999. Excellent
Pension asset investment performance reduced that unfunded liability to $69 million in Fiscal Year
2000. However, investment performance in Fiscal Year 2001 was less than half of the excellent
performance in Fiscal Year 2000. Investment performance in the first seven months of Fiscal Year 2002
is lower than in Fiscal Year 2001. It is expected that the forthcoming actuarial report will show an
increase in the unfunded dollar amount.

San Diego City Employees’ Retirement System Financial Information

For Fiscal Years 1996 — 2001
($ IN MILLIONS)

CE1998 11997 1996

SESEL LR R S e ER O

Pension Fund Assets $2,807 $2,272 $1,855 $1,604
City Pension Expense $68 $51 $48 $44
Pension Plan & Health Benefits '

Paid $155' $112 $100 $85 $67 $62
Unfunded Actuarial Accrued Not '

Liability available | $69 $148 $125 $117 $140
Retiree Health Benefits Expense

$7 $5 35 $4 35 $5

. s
includes $24 million Corbett pay out settlement.

22
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Advisory Committee http://genesis.sannet. gov/infospc/templates/mayor/blue ...
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‘Good Evening! 13 January 2005

7:14PM

Staff & Programs
- Photo Gallery .

Blus Ribbon Advisory Commiltes

o NEWI! Blue Ribbon Committee Reports

At the beginning of his term in office, Mayor Dick Murphy set ten goals for the City to achieve in
order for San Diego to be "a city worthy of our affection in the Year 2020." Mayor Murphy
recognized that these ten goals would require substantial financial resources. Therefore, he
announced he would convene a Blue Ribbon Committee on City Finances to make an independent
evaluation of the City's current fiscal health and make any appropriate recommendations.

The Blue Ribbon Committee on City Finances has a mission to:

e Perform an independent evaluation of the fiscal health of the City of San Diego
® To review the budgeting principles of the City of San Diego
® Report the findings and recommendations to the City Council's Rules Committee

The Committee has met regularly since formation (in early April 2001) and is diligently researching
fiscal aspects of the City in order to achieve its mission and is staffed by Ed Ryan, City Auditor and
Comptroller, and Terri Aja Webster, Assistant City Auditor and Comptroller.

In April 2001 the Mayor announced the formation of the Blue Ribbon Committee on City Finances.
The Committee members are all professionals in the community, not City employees.

Members of Blue Ribbon Committee on City Finances

® Joe Craver - Chairman, Public Facility Finance /Authority for the City of San Diego; past
Chairman, San Diego Regional Chamber of Commerce; President and Chief Executive Officer,
Galaxie Management, Inc; Retired Colonel, U.S. Air Force .

e Mary Ball - President, San Diego County Taxpayers Association; Vice President of
Government and Community Relations, Cox Communications; and former Chief of Staff to
County Supervisor Dianne Jacob

e April Boling - Vice President, San Diego County Taxpayers Association; Certified Public
Accountant; Member, City of San Diego Citizens' Budget Committee.

® William McCurine, Jr. - Attorney; Partner, Solomon, Ward, Seidenwurm & Smith, LLP;
former Partner, Gray, Cary, Ware & Friedenrich; and recipient, Thurgood Marshall Award.

1/13/2005 7:15 PM



Advisory Committee http://genesis.sannet.gov/infospc/templates/mayor/blue_...

e April Riel - Certified Public Accountant, Certified Fraud Examiner, MPA ; former employee,
County of San Diego-Auditor & Comptroller's Department, Audits Division; and Member, San
Diego Filipino Accountants Association

® Victor A. Vilaplana - Attorney, Seltzer Caplan McMahon Vitek; former managing partner,
Sheppard, Mullin, Richter & Hampton; and Counsel, San Diego Regional Economic
Development Corporation

e Richard H. Vortmann - Vice President, General Dynamics and President, National Steel and
Shipbuilding Company (NASSCO); Member, Executive Council of the San Diego Chamber of
Commerce's CEO Roundtable; and former Faculty Member, University of California, Berkeley
Business Schoo!

® Linc Ward - Chair, City Council Select Committee on Government Operations and Fiscal
Reform; former, Vice President/General Manager, Pacific Bell (San Diego)

The Committee is on track to report their recommendations to the City Council's Rules Committee.
in the Fall of 2001.

Copyright © 2002 The City of San Diego

20f2 1/13/2005 7:15 PM
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Report on Investigation

The City of San Diego, California’s
Disclosures of Obligation to Fund the
San Diego City Employees’ Retirement System
and Related Disclosure Practices
1996-2004
with

Recommended Procedures and Changes to the Municipal Code

September 16, 2004

Paul S. Maco
Richard C. Sauer
Vinson & Elkins L.L.P.
Washington, D.C.




between the roles of City Council and SDCERS Board contemplated by the City Charter — with the
Council granting benefits and the Board administering them ~ was thereby significantdy
compromised.

Although the SDCERS staff had participated over several months in fashioning the proposal,
it was viewed skeptically by some members of the Board, and its complexities confused almost all,
even after lengthy discussion. In promoting the proposal to the Board — as well as to irs actuary and
fiduciary counsel — City representatives emphasized two “safeguard” provisions intended to protect
the System’s funded ratio. First, the City was required to resume paying the full PUC rate by no
later than July 1, 2009, as described below. Second, a drop of 10% or more from the FY 1996
funding level would trigger an immediate adjustment in the City’s contributions. The level at June
30, 1996 was approximately 92.3%. Thus, the trigger level was 82.3%.'”

The pending changes in actuarial assumptions and methodology were recognized at June 30,
1996, increasing the UAAL by approximately $25 million. This amount, with 8% interest
compounded annually over the intervening years, has contributed significantly to SDCERS’ present
UAAL.  Ironically, at the time of MPI, the City was eager to have the revision of actuarial
‘assumptions be as immediate and extensive as possible to create “breathing room from the 10% deal

breaker.”'**

Several years later, when it became probable thar the 82.3% threshold would be crossed, the

potential consequences for the City’s contribution rate became a matter of controversy. The final
version of Manager’s Proposal 1 provides: -

The City will pay the agreed-to rates shown above for FY 96 through FY 2007." In
the event that the funded ratio of the System falls to a level 10% below the funded
ratio calculated at the June 30, 1996 actuarial valuation which will include the
impact of the benefit improvements included in this Proposal, the City-paid rate will
be increased on July 1 of the year following the date of the actuarial valuation in
which the shortfall in funded ratio is calculated. The increase in the City-paid rate
will be the amount determined by the actuary necessary to restore a funded ratio no

- more than the level that is 10% below the funded ratio calculated at the June 30,
1996 actuarial valuation.

This would appear to require that the City make a lump sum payment in the amount neces-
sary to restore the funding level to 82.3%. Nevertheless, individuals involved in negotiating this
agreement insist that the intention was to “sunset” the proposal beginning the fiscal year after the

153

Members of the City staff have contended thar the actual ratio was 81.4%. Whatever the merits of this position, the 82.3%
figure has been widely accepted and will be used for purposes of this Report. :

E-mail from Terri Webster to city_mgr.CTL, Re: Proposal (June 21, 1996).

" The reference is to the table provided above.

45
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ATTACEMENT #1

: City of San'Diegb
- Labor Relations Office
MEMO RAND UM

Date:  Tuly23, 1996
To: Larry G'ris.s.om,.'Retirement Admiﬂsﬁa
from: S Cathy L:exiln, Labor Relations Mana ;-‘
Subject:  CITY MANAGER’S RETIREMENTPROPOSAL

Per 'your request, attached heretois a consolidation of the final Retirement Proposal as presented -

" to the Retirement Board at its meeting of June 21, 1996. This Proposal was subsequently

presented to and approved by the City Council at its r_neeting of July 2, 1996.

L,

" It is my understanding that the action taken by the Board was to defer any action required of them

on Issue No. 1 - Retiree Health Insurance based on advice of F iduciary Counsel Dwight =
Hamilton until such time as a specific health plan was presented for his review and advice and
until a Charter amendment occurred enabling the Retirement Board to administer retiree health

~ insurance.

Issue No. 2 - CERS Benefit Changes identified benefit improvements being recommended by
the Manager to the City Council; no action was required of the Retirement Board.

It is further my understanding that the Retirement Boafd. approved in concept the recommended
actions contained under Issue No. 3 - Employer Contribution Rates, and Issue No. 4 - Surplus -

'U_ndistributed Earnings and Reserves, including the set aside of approximately $135 million
 ffom excess undistributed eamnings for the purpose of carrying out the proposal, contingent upon

the retiree health insurance portion being _successfhlly resolved by January 1, 1997.

00001



RETIREMENT SYSTEM PROPOSAL .

& -

\, _ (Consolidated from Proposal Dated June 7, 1 996 as ﬁtodzﬁed by June 21; 1996 Prbposal) '

Tt is the City Manager’s intent to recommend changes to the City Employees Retirement System
" elated to: (1) retiree health insurance, (2) retirement plan benefits, (3) employer |
contribution rates, and (4) retirement system reserves. These proposed changes to.plan

benefits, retiree health insurance, employer rates and system reserves will require approval of the .
City Council, CERS Board of Adrministration as well as an affirmative vote of plan members.-
The City Manager’s proposal is being reviewed by outside fiduciary counsel engaged through the
City Attorney’s Office and has been presented to the CERS Board’s fiduciary.counsel and

actuary for review and advice to the Board. All proposed changes are conditioned upon and
subject to final approval by fiduciary counsel, City Council approval, Retirement Board approval,
vote of plan participants, and confirmation of cost estimates by the System’s actuary. .

The intefrelationship of these various issues to each other necessitate that the entire proposal be
_considered and acted upon concurrently. Furthermore, the substantial financial implications to -
the City compel that certain actions occur in time for Fiscal Year 1997 budget decisions. '
Necessary ordinances can be prepared for formal amendments to the Municipal Code subsequent
to actions by appropriate bodies (City Council, CERS Board, Plan Participants, Employee
Unions). Following are the proposed changes. . '

. IssueNo.1- RETIREE HEALTH INSURANCE

A, It is proposed that the obligation for Retiree Health Insurance be moved to CERS
effective July I, 1997, contingent upon advice from its fiduciary counsel that the -
specific tetms of this action are deemed legal and appropriate prior to January 1,
1997. Itis the City’s intent and expectation in this Proposal that the cost of providing
retiree health insurance will not be amortized but rather will be paid on an ‘annual

basis from excess undistributed earnings.

B.  Increase premium reimburéernen‘_c for POA and Local 145 Retiree Health Plans from
$4500/year to $4995 only for FY97. - '

C. Retiree Health Insurance for Pre-1980 Retirees will be provided by the City at the
same rate as in FY96 for one additional year, FY97. Contingent upon the approval of -
item A above, Pre-1980 Retiree Health Insurance will become an ongoing benefit as '
described in the June 7, 1996 Proposal. | - :

D. During FY97, a Task Force of City Manager, CERS Board and Labor Organizations
- working with actuaries, consultants and legal counsel can develop the necessary
documentation to-design a tax exempt health insurance benefit to be effective July 1, -
1997. The Task Force will recommend benefit level subject to approval by CERS, City
Council, and issue an RFP for selection of a common provider. POA and Local 145 will
. ) - assume full responsibility for any incurred claims under existing health insurance '
: policies. '
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- -

It is the intent that the Task Force descnbed in the June 7 Proposal complete its work
and present a recommendation by November 1, 1996. Final approval of the specific
Retiree Health Benefit that will be transferred to CERS will be subject to approval of
the C1ty Council. -

. The existing Crty Health Insurance Trust (@ $12 Sm) will be used to pay for FY97

Retiree Health Insurance

CERS will estabhsh a Health Insurance Reserve within CERS Each year the upcoming

.year s projected cost of retiree health insurance will be transferred from undrstnbuted
- earnings and credited to the Health Insurance Reserve. :

Actual premium costs and administrative charges w111 be charged to the Health Insurance
Reserveon a pay—as-you g0 basrs and will not be actuanally funded.

Iseue No. 2 - CERS BENEFIT CHANGES

The following benefit changes do not require any action by the CERS Board, but rather are
presented as part of the overall proposal. :

A.

B..

Eliminate the'existing requirement to offset Disability Income.

Purchase of Semce Credit: Continue the existing service credit provrs:ons related to
refunds, probationary periods, 1981 Plan waiting period and Military & Veteran Code;
incorporate all others into a new general provision of a five (5) year purchase of service
credit feature, which would also be available to 2 time and 3/4 time employees,
Employees would pay into the retirement fund an amount, mcludmg interest, equwalent
to the ernployee and employer full cost of such servrce

Increase the calcula’uon of the 13th Check for Pre-10/6/80 retirees from $30 per
creditable year of service to $60 per creditable year of service, and to $75 per creditable
year of service for Pre-12/31/71 retirees. It is also the Manager’s intent to conduct a
study during the first quarter of FY'98 on COLA alternatives including but not 11m1ted to
a 75% purchasing power formula. : '
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Increase the benefit ‘to.Gene'ra-l Members for industrial disability retirements from |
33-1/3% to 50%; and increase the General Member formula as described below.

General Member Formula

P..res‘ent Proposed
Age | Factor Factor
55 |1.48% | 2.00%
56  |156%  |2.00% -
57 |163%  |2.00%
58 |17% | 2.00%
5o |181% |2.08%
60 |192% |2.16% -
61  |199%  |224%
62 |209% |231%
63 |220%  |2.39%
64 |231% | 247%
65+ |243% | 2.55%

Cost of General Member Improvements:

Normal Cosf

Emplover-Paid

Past Liability
TOTAL COST

+1.13%
+1.43%
+2.54%

Employee-Paid

+1.13% .

+1.13%

Total Cost

+2.26%

+1.43%
+3.69%

Past liability for these two_Beneﬁt imprdvefnenfs will be paid for by the Cify through
excess earnings. Normal cost (prospective costs) will be paid for equally by employee

- and employer. The employer’s share will be added to the actuarial rate (PUC)

calculations beginning mid-year FY97. The employee’s share will be paid from excess
eamnings for FY97, and by increasing the employee’s contribution in FY98 and FY99 as
follows: +.56% on 12/27/97 and +.57% effective the earliest date in FY99 that General

. Employees receive a salary increase.



| Present Proposed

Age Factor - Factor
50 |2.00% 2.20%
st |2.10% - |232%

| 52 2.22% 2.44%
53 2.34% 2.57%
54 |247% | 2.72%
55+ | 2.62% 2.77%

Pége 4

-

Improve Lifeguard Safety Member Formula as follows and establish a 90% cap.
_Any employees who are eligible for a percentage above 90% on 4/1/97, the

effective date of implementation of the DROP will be frozen at their rate m effect on
4/1/97. Past liability for this benefit improvement will be paid for by the City through
excess earnings. Normal cost (prospective-costs) will be paid for equally by employee .

.and employer. The employer’s share will be added to the actuarial rate (PFUC)
‘calculations beginning mid-year FY57. The employee’s share will be paid from excess
" earnings in FY97, and by increasing the employee’s contribution in FY98 and FY99 as’

follows: +.25% on 12/27/97 and +.25% effective the earliest date in FY99 that
Lifeguard employees receive a salary increase. - : : - -

Cost of Lifeguard Safety Member Improvements:

Emblover-Paid' : E-r_ﬂnplovee-Paidv v ‘Total Cost
Normal Cost +.50% +.50%  +1.00%
Past Liability +, 55 ’ +.55%

TOTALCOST ~ +1.05% n50% +1.55%
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Improve Police and Fire Safety Member Formula as follows and establish a 90% cap.
Any employees who are eligible for a percentage above 90% on the date thenew .
formula becomes effective, will be allowed to remain under the current formula with no
cap. Past liability for this benefit improvement will be paid for by the City through
excess earnings. Normal cost (prospective costs) will be paid for equally by employee
and employer. 'The employer’s share will be added to the actuarial rate (P-UC) :
calculations beginning mid-year FY97. S

_ R Proposed Factor
Age | Fire Factor Police Factor | for Fire & Police
50 220%  |250%  |250%
51 |232% | 2.54% | 2.60%
|52 - |244% | 2.58% 2.70%
153 {257% | 2.62% | 2.80%
54 |2.712% 266% | 2.90%
55+ |2.77% 2.70% 2.9999% -

Cost of Safety M_ernber‘Imprqvemegts:

FIRE =~ Employer-Paid  Employee-Paid  Total Cost

. Normal Cost = +.75% 4 15% o +150%
_ Past Liability C+.95% _ o + 95%
“Total _ +1.70% ’ +.75% , o +2.45%

Fire employees will pay one-half of the normal cost by an increase in the employee
contribution of .75% effective 7/1/98. ‘ :

POLICE Emplover-Paid = Employee-Paid ~ Total Cost

Normal Cost- +.49% . +.49% -+ 98%
Past Liability +.95% o +.95%
Total - +1.44% . +.49% - +1.93%

Police employées will pay one-half of the normal cost by an increase inl the efiployes — -

contribution of .49% ef_fectivc 7/ 1/98.
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* The City agrees to imf)leméntation of a Deferred Retirement Option Plan

(DROP) effective April 1, 1997, on the condition that such a plan is approved by the City
Attorney’s Office as legal under applicable Federal, State and Local laws and :
regulations, and that such a plan would not increase cost greater than the savings to the
City nor CERS. Employees may participate in this program for up to five (5) years. At
the end of three (3) years, the City will evaluate the cost impact of this program. Ifthe
cost impact to the City or CERS issgreater than the savings, the City agrees to meet and
conifer to impasse prior to imposing any changes in the DROP Plan. If the City proposes
to change the DROP Plan, the 90% cap on CERS would also be re-negotiated. . * _
Employees who elect to participate in DROP will cease participation in CERS, and will |
participate in an SPSP-type plan with a mandatory 3.05% employee contribution matched
by 3.05% employer contribution. - : - B

Yssue No.3 - EMPLOYER CONTRIBUTION RATES

Employer rates will be caleulated using the Proj ected Unit Credit (PUC) méthod. For |

#$110.35 million paid from excess‘eaﬁﬁngs includes $71.31 mi

result of benefits improvements recommended herein.

* FY96 and FY97, the City will pay the budgeted rates (bifurcated rate) of 7.08%
(blended rate) and 7.33% respectively, and increase the rate paid by 0.50% each year until
the rate paid reaches the EAN calculated rate. At such time as the PUC and Entry Age
Normal (EAN) rates are equal, the System will convert to EAN. :
| Employer Contribution Rate Sfabilization Plan
Period’ | PUC Rate City Paid Rate Difference % | Difference $
FY96 | 8.60% 7.08% 1.52% | $5.33m
FY97 10.87% 7.33% 3.79% $13.88m
FY98 12.18% 7.83% 4.35% $16.67m
FY99 12.18% 8.33% 3.85% $15.40m
FY2000 | 12.18% 8.83% 3.35% | $14.00m
FY2001 | 12.18% 9.33% 2.85% ,$12.4s'm
FY2002 | 12.18% 9.83% 12.35% $10.72m .
FY2003 | 12.18% 10.33% | 1.85% 58.82m
FY2004 | 12.18% 10.83% 1.35% $6.73m
e 005 — 2 18% A3 - 88% o SAAIIL |
FY2006 |12.18% 11.83% 35% $1.91m
FY2007 |12.18% 12.18% 0- 0
FY2008 | 13.00 113.00% 0- -
TOTAL $110.35*

liion in confributions as a




- Page7

B.  The City will pay the agreed-to rates shown above for FY 96 through FY 2007, In the |
event that the funded ratio of the System falls to a level 10% below the funded ratio
calculated at the June 30, 1996 actuarial valuation which will include the impact of the
benefit improvements included in this Proposal, the City-paid rate will be increased on
July 1 of the year following the date of the actuarial valuation in which the shortfallin

‘funded ratio is calculated. The increase in the City-paid rate will be the amount
determined by the actuary necessary to restore a funded ratio no more than the level that
is 10% below the funded ratio calcalated at the June 30, 1996 actuarial valuation.

C. If the System's actuary makes changes in actuarial assumptions or methodology which
aré approved by the Board prior to July 1, 2007, any changes in the employer
. contribution rate will adjust the PUC cate to be achieved through extended incremental
increases shown in paragraph A above. If the phase-in would require an extension past
July 1, 2009 in order to achieve the full actuarial PUC rate, the City-paid rate will be
_ adjusted by the amount necessary to achieve full phase-in by that date. _

Jssue No. 4 - SURPLUS UNDISTRIBUTED EARNINGS AND RESERVES

The System's actuary performs an annual actuarial valuation which shows the present value of
accrued liabilities and the value of assets allocated to funding. To the extent that liabilities
exceed assets, the System will show an unfunded liability, The System's liabilities will be
impacted in the following ways, including those related to the City Manager's proposal for

_ restructuring the System. ' o o IR :

NORMAL LIABILITIES - This lability relates to the impact of actuarial gains or losses
recognized when actuarial assumptions are compared to the System's actual experience. When
experience is better than assumptions, the System shows actuarial gains and liabilities decrease.
When experience is worse than assumptions, the System shows actuarial losses and liabilities -~
increase. This will take place regardless of whether or not the restructuring proposal is approved.

' NORMAL COST OF INCREASED BENEFITS - When benefits are increased, liability is
created representing the prospective value of those benefits. Employee and employer
contribution rates are increased for the purpose of paying that cost as it is accrued.

PAST SERVICE LIABILITY OF INCREASED BENEFITS - The proposed restructuring .
provides for an increase in the formula for calculating benefits. This means that, in the case of a -
general member, each year of accrued service that had a value of 1.45% of final average salary at
age 55, increases in value to 2.00% of final average salary at'age 55 upon the effective date of the -

increase. This increases the cdst to the System to pay the benefit, which increases liabilities since -

no contributions have been received in the past to fﬁ?i'd“ﬂie—b—eﬁéﬁ'f’ét*ﬂﬁs’l‘evelT"T‘hisi's--wha’c-is’ e
known as past service liability. : § ’

The actuary has estimated the amount of past service liability created by the restructuring
"proposal to be $76.7 million expressed in 1996 dollars.” = .~ ' -
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CONTRIBUTION SHORTFALL LIABILITY - The restructuring proposal provides that the
employer contribution rate will be "ramped up" to the actuarially recommiended rate in
increments over the next 10 years. This means that the System will be receiving less in

contribution dollars over that period, which creates an additional liability. '

The actuary has estimated the amount of contribution shortfall liability created by the
restrugturing proposal to be $30.0 million expressed in 1996_ dollars. L

A. The system has "sufplus"‘ undistributed earnirigs and a balance in the Barnings
Stabilization Reserve as follows: . . ‘

FY ended 63095  § 38,813,314

FY ended 6-30-96 ‘ 85,472,254
- Earnings Stabilization Reserve . 10, 769.620
Total =~ . $135,055,188

The actuary has estimated increased liabilities associated with the restructuring proposal in the
amount of $106,700,000 (see the discussion segment above). Credit the Employer Contribution
Reserve in the amount of $106,700,000 for the purpose of discharging the restructuring liability. '

Credit the Employer Contribution Reserve with $28,356,188 (the remaining balance) for the
purpose of reducing the System's normal unfunded liability. L

TOTALITY OF THE PROPOSAL -

If the necessary cdnﬁngencieé identified to épprove this Proposal in its entirety are not
affirmatively met by January 1, 1997, then: > '

" A. Retiree Health Insurance will remain a City provided benefit, rather than CERS; _
B. The CERS benefit improvements listed in Issue No. 2 would not occur;

C. The employer contribution rates to be paid would be those-established by the System’s
Actuary. o - ‘ -

In order to facilitate the accomplishment of this Pr0pos'al','it is recommended that the CERS .
Board direct that the $106,700,000 identified in Issue No. 4 .as the amount necessary to discharge
the restructuring liability be set aside in a reserve until January 1, 1997.

rr————— e e e SO I P N



ATTACHMENT {#2

' SCHEDULE FOR DISTRIBUTION OF EARNINGS

FISCAL YEAR ENDED 6-30-00

'UNDISTRIBUTED EARNINGS AT 6-30-00

 $415,934,184
DISTRIBU'TIONS: |
SDMC 24,1502 (a) (1) | EMPLOYER CONTRIBUTION RESERVE - | § 33,631,231
SDMC 24.1502 (a) (1) | EMPLOYEE CONTRIBUTION RESERVE 24,119,014
SDMC 24.1502 (a) (2) | ADMINISTRATIVE BUDGET 17,700,930
SDMG 24.1502 (a) (3) GENERAL RESERVE 22,431,567
SDMC 24.1502 (a) (3) CRED[T DROP ACCOUNTS AT a% | 2,333,465
e ' ii‘-?, SUBTOTAL 797,216,200 | $ 318,717,984
SDMG 24.1502 (a) (3) | CREDIT 13™ CHECK RESERVE AT 8% 282,815 |
SDMC 24.1502 (a) (3) | CONTINGENCY RESERVE CITY) 100,000,000
IMC 24.1502 (a) (4) | CONTINGENCY RESERVE (UPD) 5,838,008 -
SDMC 24.1502 (a) (5) | EMPLOYER CONTRIBUTION RESERVE 12, 771 254
1 - CITY (HEALTH INSURANCE)
SDMC 24.1502 (a) (6) | 13" CHECK 3,537,072
| SDMG 24.1502 (a) (7) | CORBETT RETROACTIVE PAYMENT 23,614,741
. SDMC 24.1502 (a) (8) | CREDIT SUPP, COLA RESERVE AT 8% 2,643,834
SDMC 24.1502 (a) (8). | CREDIT EMPLOYEE CONTRIBUTION RATE
_' o RESERVE AT 8% ' 3’341,244
SDMC 24.1502 () (3) | NPO RESERVE 7,937,000
- SUBTOTAL 159,966,068

- SDMC 24,1502/(b)

TO EMPLOYER CONTRIBUTION
RESERVE ’

$153.751.916

FILE: Wi \EXEC\BDSEC\EARN]NGS 00 (3)

UPDATE 08/09/0L
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ATTACHEMENT TO DISTRIBUTION OF EARNINGS FOR FY 00-

_}JKG ROUND: : _ _
The earnings of the System are defined as realized, or cash, earnings, They are comprised of,
interest and dividends received, net purchase discounts and premiums onfixed income instruments,
and net realized gains and losses on the sale of stocks. Distribution of earnings is determined by the
Board in priority order established in the Municipal Code. A description of the Municipal Code
provisions is shown below and the rscommended distribution is shown on the aftached schedule. . '
SDMC 24,1502 (a) (1) | Credit the contribution accounts of the employers (City and UPD) and
- | members of the System (City and UPD) at a rate determined by the Board.

Historically, the rate has heen the actuarial assumption rate, which is -
o : -currently 8%. , e . .
SDMG 24.1502 (a) (2) | The System's operating budget. »
SDMG 24.1502 (a) (3) | "An amount necessary {0 maintain such reserves as the Board deems

_ | appropriate on advice of its investment counselor and/or Actuary,” The -
Board has created four reserves under this section: the General Reserve; '
the Reserve for Employee Contributions; and, the NPO Reserve. NPO
stands for Net Pension Obligation, which is the actuarial present value of
the difference between the employer contribution rate recommended by
1the Actuary and the rate actually paid by the City. As apart of the annuai
| actuarial valuation, the Actuary recommends the amount of this reseive..
The schedule shows the difference between that recommendation and the
) L | current reserve balance. - L
_OMC 24.1502 (a) (4) | Proportional share of earnings to UPD. This (epres'ents,the 'UPD's share
B of earnings used to fund programs or benefits in which they do not '
participate, such as retiree health insurance._ '
Health Insurance.-

SDMC 24.1502 (a) (5)
SDMC 24.1502 (a) (6) | 13th Check. : ‘
SDMC 24.1502 (a) (7) | Corbett Retiree Liability .. .
SDMC 24.1502 (a) (8) | Credit the Supplemental COLA Reserve and the Employee Contribution - -
| Reserve with earnings at the same rate as the Employee and Employer
S Contribution Reserves above, currently 8%. 5 :
SDMC 24.1502 (b) The remaining balance is credited to the Employer Contribution Reserve
" for the sole and exclusive purpose of reducing Retirement System
liability." L .' - ‘ ' J

TIET  wri\exsc\bdsec\earnings 00 (37 Updace 8/9/0%
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City of San Diego City Charter

Article IX | CURRENT

(Amendment voted 11-06-1990; effective 02-19-1991.)
(Amendment voted 11-08-1994; effective 01-30-1995.)
(Amendment voted 11-05-1996; effective 02-10-1997.)

Section 142: Employment of Actuary

The Board of Administration hereinafter provided, shall secure from a competent actuary
a report of the cost of establishing a general retirement system for all employees of The
City of San Diego. Said actuary shall be one who has had actual experience in the
establishing of retirement systems for public employees, and his position shall be
considered one requiring expert or technical training within the meaning of subdivision
(k) of Section 118 of Article VIII of this Charter.

Section 143: Contributions

The retirement system herein provided for shall be conducted on the contributory plan,
the City contributing jointly with the employees affected thereunder. Employees shall
contribute according to the actuarial tables adopted by the Board of Administration for-
normal retirement allowances, except that employees shall, with the approval of the
Board, have the option to contribute more than required for normal allowances, and
thereby be entitled to receive the proportionate amount of increased allowances paid for
by such additional contributions. The City shall contribute annually an amount
substantially equal to that required of the employees for normal retirement allowances, as
certified by the actuary, but shall not be required to contribute in excess of that amount,
except in the case of financial liabilities accruing under any new retirement plan or
revised retirement plan because of past service of the employees. The mortality, service,
experience or other table calculated by the actuary and the valuation determined by him
and approved by the board shall be conclusive and final, and any retirement system
established under this article shall be based thereon.

(Amendment voted 03-13-1945; effective 04-09-1945.)

(Amendment voted 06-08-1954; effective 01-10-1955.)

Section 143.1: Approval of Amendments by Members

No_ ordinance amending the retirement system which affects the benefits of any employee
under such retirement system shall be adopted without the approval of a majority vote of
the members of said system. No ordinance amending the retirement system which affects
the vested defined benefits of any retiree of such retirement system shall be adopted
without the approval of a majority vote of the affected retirees of said retirement system.
(Addition voted 06-08-1954; effective 01-10-1955.)

(Amendment voted 11-06-1990; effective 02-19-1991.)

Section 144: Board of Administration
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City of San Diego City Charter
Article IX CURRENT

The system shall be managed by a Board of Administration which is hereby created,
consisting of the City Manager, City Auditor and Comptroller, the City Treasurer, three
members of the Retirement System to be elected by the active membership, one retired
member of the retirement system to be elected by the retired membership, an officer of a
local bank, and three other citizens of the City, the latter four to be appointed by the
Council. Such appointees shall serve without compensation. Members of the Board,
other than ex-officio, shall serve six years or until their successors are elected and
qualified, and shall so classify themselves by ot that one term shall expire each year.
The members of the existing Board shall serve out their unexpired terms.

The Board of Administration may establish such rules and regulations as it may deem
proper; shall elect one of its members president and appoint a secretary and may appoint
such other employees as may be necessary. Such appointments, except the actuary, shall
be made under the provisions of Article VIII of this Charter.

The Board of Administration shall be the sole authority and judge under such general
ordihances as may be adopted by the Council as to the conditions under which persons
may be admitted to benefits of any sort under the retirement system; and shall have
exclusive control of the administration and investment of such fund or funds as may be
established; and shall be permitted to invest in any bonds or securities which are
authorized by General Law for savings banks; and, further, shall be permitted to invest in
such additional classes or types of investments as are approved by resolution of the
Council of The City of San Diego; provided, however, that individual investments within
the classes or types approved by the Council must be approved by independent
investment counsel; and, provided, further, the board may place such funds in the hands
of the Funds Commission for investment. Provided, however, that the Auditor and
Comptroller shall refuse to allow any warrant drawn for payment of a retirement
allowance if; in the opinion of the Auditor and Comptroller, such retirement allowance
has been granted in contravention of this Article or any ordinances passed under the
authority granted herein.

(Amendment voted 03-13-1951; effective 03-26-1951. )

(Amendment voted 11-08-1960; effective 01-09-1961.)

(Amendment voted 11-04-1969; effective 01-29-1970.)

(Amendment voted 06-04-1974; effective 08-13-1974.)

(See Article X for additional members.)

Section 145: Retirement Fund

All moneys contributed by employees of the City or appropriated by the Council or
received from any other source under the terms of this Article, shall be placed in a special
fund in the City Treasury to be known as the City Employees’ Retirement Fund, which
said fund is hereby created. Such fund shall be a Trust Fund to be held and used only for
the purpose of carrying out the provisions of this Article. No payments shall be made
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Re.port-oannvestigation

The City of San Diego, California’s
Disclosﬁres of Obligaﬁon to Fund the
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1996-2004

o o

Recommended Procedures and Changes to the Mﬁnici‘pa_l Code i

September 16, 2004

Paul S. Maco
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Vinson & Elkins L.L.P.
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Trust Fund really need[s] to build its equity and halt cost increases to ride through
the next few years and keep a fiscally sound funding ratio.””

Under the interpretation urged by the Manager's Office and Mr. Grissom, the wrigger
provision would require that the City begin paying the full PUC rate as of the first fiscal year after
the floor was breached. The Manager’s Office estimated that this would mean a payment of
approximately $25 million in the first year.”™ As it was later calculated, avoiding paying the full
PUC rate in FY 2004, the first fiscal year after the SDCERS actuary determined that the trigger had
been hit, reduced contributions to SDCERS from the City’s General Fund by approximarely $44

million.””

Alternatively, if the trigger provision were read to require that the City restore System fund-
ing to the 82.3% level, the implications were even more ominous.”” If the funded level fell only
slightly below the floor, such a lump sum payment could have been less costly to the City than going
to the full PUC rates. On the other hand, a more substantial drop could have mandared a massive
infusion of cash from the City into SDCERS. As we now know, SDCERS’ funding fell 15% below

the floor level by June 30, 2003. By rough estimate, the City would have needed to pay more than
$500 million in FY 2004 and 2005 to restore the funded level to 82.3%. '

The concern that the trigger would be hit that year or the next increased substantially when a
draft of the actuarial report for FY 2001 became available on February 12, 2002. The actuarial
valuation for June 30, 2001 showed a funded ratio of 89.9%, a decline of approximately 8% over
the previous year, not including the effects of the contingent element of the Corbett setlement.
Given the continued decline in the market that had occurred after June 30, 2001, it was apparent
that a significant additional deterioration in SDCERS’ funded ratio should be anticipated at the next
valuation.” In addition, SDCERS’ realized earnings for fiscal year 2001 were too meager to fund
any of the contingent benefits in the Waterfall. In a May 29, 2002 Board meeting, Mr. Grissom:

i

*  Memorandum from Terri Webster, De;-mty Auditor and Comptroller, to Cathy Lexin, Deputy Ciry Manager, Re EEEK,
(Ocrober 11, 2001). The $100 miltion referred to here and mentioned above was a Reserve for Contingencies set aside from
excess earnings in FY 2001. It was transferred into the Employer Contribution Reserves the following year and, therefore, did
not result in any diminution of System assets. '

% Memorandum from Cathy Lexin, Human Resources Director, and Elmer Heap, Head Deputy City Auorney, to Mayor and
City Council, Re: Meet and Confer: Contingent Retirement Benefits — Modified Proposal to San Diego City Employees
Retirement System Board of Administration (June 14, 2002). In interviews with Vinson & Elkins, both Mr. McGroty and Mr.
Herring conceded that the language of the trigger provision requires the City to restore System funding to the 82.3% level,
whatever the intention of its drafters might have been. :

B Closed Session Coﬁncil Briefing by Luce Forward Hamilton and Scripps LLP (Jan. 27, 2004) (PowerDoint presentation).

¥ This interpretation was adopted by System actuary Rick Roeder, fiduciary ‘counsel Robert Blum, and Board member Ron
Saathoff. Minutes of SDCERS Board Meeting, at 16-17 (June 21, 2002) (remarks of Mr. Roeder, Mr. Blum and Mr. Saathoff).
Ac other times, however, Mr. Roeder appears to have subscribed to the competing interpretation.

253

Another factor pointing toward additional declines in SDCERS' funded ratio was the use by Gabriel, Roeder, Smich & Co. of
actuarial “smoothing” to calculare rates of return on fund assets. In essence, returns were blended over a five-year period to avoid

79
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Office of

The City Attorney
City of San Diego
MEMORANDUM

DATE: January 13, 2005

TO: FILE

FROM:  Michael J. Aguirre, City Attorney

SUBJECT: Telephone Conversation with Sally Zumwalt

On Tuesday, January 11, 2005, I spoke to Sally Zumwalt by telephone wherein she informed me .
that she was the person who worked for the CERS board who distributed the minutes and that
she previously worked as an assistant to Terri Webster and that it was her, Sally Zumwalt’s,
practice to deliver the actuary reports by hand to Ms. Webster’s office on the Thursday before
the third Friday — that is the week before the third Friday (so, the second Thursday).

g

Michael J. Aguirre

MJA:meb
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- SAN DIEGO CITY EMPLOYEES RETIREMENT SYSTEM

'Date lssued: February 5, 2003

Attention: Crty Council Commiﬁee on Rules Finance and Intergovemmemal '
.- . Relations. _ _ .

Subject - Response to the Blue Ribbon Commitiee Report on City Finances. _dated
' February 2002 Regarding Pension and Health Insurance Funding:

THIS IS AN INFORMATION ITEM ONLY. NO ACTION IS REQUIRED ON THE |

PART OF THE COMMITI'EE OR THE CITY COUNCIL.

Background

In Febrﬁary 2002, the Mayor’s Blue Rxbben Committee oni City Finances issued it's
report. Among the recommendations were two related to the Cltys fundmg of its

pension and health insurance obligations for retired City employees. The City -

Manager has asked the San Diego City Employees Retirement System {SDCERS)
to review the Blue Ribbon Committee's Report and recommendations, and

comment on ‘projected pension expenses, revenue sources and the “current

present value of retiree health beneﬁts

The Board of Admlmstratlon of SDCERS has been studying these issues wrth its
actuary for the past several months. The declining investment market over the -

past three years, along with changes in benefits such as the addition of the Corbett
settlement liability, have dramatically impacted the funding level of the Retirement

- Fund. In addition, since 1996, the City has been making its contributions to the

Retirement Fund under ‘a negotiated agreement known as the Manager's
Proposal. The Proposal allows the City to make its required annual contribution to

the Fund at a rate less than the rate calculated by the actuary. As a result of these -
factors, the Retirement Fund is at its lowest funded ratio (assets to fiabilities) in well *-
over a decade, and the compounding effect of a less than full-actuarial contribution -

policy has impacted the current and future strength of the City's _Retirement Fund.

H:\RULESCOM-revised2.D0OC Confidential
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Discussion

SDCERS prowdes retirement benefits for approxnmately 4 570 retlrees of the Crty '

“of San Diego' and another 260 retirees of the Unified Port District (UPD). In
. 'addition, SDCERS invests and administers the Retirement Fund for the future
* pension: benefits of approximately 13,650 active employees of the City of San
. Diego and the UPD. Beginning January 1, 2003, SDCERS will also include the
‘Airport Authority and its approximately 200 employees as members in the

Retirement Fund. As of the end of the most recent Fiscal Year (6/30/02), the Fund
had total assets of $2.53 Billion dollars invested in a well-diversified portfolio
representing all of the major asset classes. Based on the annual Actuarial
Valuation of June 30, 2002, the Retirement Fund's actuarial accrued liability for all
current and future retiree’s of the City of San Diego was $3.17 Billion Dollars. The

shortfall between Total Assets and Total Liabilities of i over $720 million (based on’

the actuarial value of assets) means the Retirement Fund would not be able to pay

100% of its required pension obligations, absent additional funding by the City, -

were the City.to close its doors today and lmmedlately begm paylng all Clty _

. .'employees their accrued retirement benefits.

- Of course, the City is not like a pnvate company that could concelvably go out of

business in a single day.” That is why SDCERS approaches its fiduciary

responsibility to ensure the safety and soundness of the-Retirement Fund with a '
longer-term horizon. ~ While today’s funding shortfall is a concem, the more .

important analysis centers on 1) whether or-net the City is taking sufficient steps to

fully fund its future pension obligations: 2) whether or not the City should actuarially . -

account for future retiree health benefits; and 3) the projected costsof funding
these benefits given expected changes in the employee and retiree demographics.

1. Pensnon Obhgatnons

The Clty funds the Retirement Fund by maklng annual Employer Contributions,
and by paying a portion of the Employees’ Contribution as negotiated through
the Meet & Confer process. This latter contribution is known as the Offset

contribution. The City also makes an annual contribution for those Members
'who enter an altemate benefit program known as the Deferred Retirement
. Option Program (DROP). The City's contributions help support two different:

types of pension obligations: vested benefits which; once conferred, cannot be
diminished and contlngent benefits that are only paid if the Retirement Fund
expenences excess realized eamnings in a given year.

In calculating future pension obligations, actuarial science recognlzes several

- different methods for funding this future obligation. The method currently being

used by the City of San Diego is the Projected Unit Credit (PUC) funding

method. This method evaluates the future actuarial liability of the covered

population as -a total group based on certain funding objectives, calculations

. -and assumptions. Another actuarial funding method, Entry Age Normal (EAN),

evaluates the projected benefit of g%gg individual in the covered population

HIRULESCOM-revised2DOC, -+ = Confidential -
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based on the rndrvrdual s enfry age and assumed exrt age. The EAN method s -

' recognrzed as a more conservatlve means. of fundrng future actuanal lrabrl“rty

Based on the PUC fundrng method the Retrrement Fund’s ratio of actuanal
assets to liabilities as of June 30, 2002 was 77.3%. This means that if the City~
had to suddenly pay the accrued retirement benefits for all of the current active

members in the Retirement Fund (approxrmately 12,600 individuals) along with -

~ the monthly retirement benefits it is currently providing to the approximately
" 4,500 current retirees, the City and the Retirement Fund would be “short”
approximately $720 million as of the June 30, 2002 actuarial market value of
assets. This $720 million is known as the Unfunded Actuanal Accrued Liability
of the Fund. This unfunded liability has. been increasing in recent years for two

primary reasons: the investment performance of the Fund has declined -

dramatlcally in the past two years compared. to investment performance in
previous years, and the City’s contribution rate under the Mahager's Proposal:
permits an annual contribution less than the actuarially calculateéd contribution - .

rate- necessary to cover the present value of benefits (the- Normal Cost) and -

future actuanat cost of these benet'ts (the Unfurrded Actuanal Accrued

| HISTORY OF INVESTMENT RETURNS-‘F |

Year “Year _ Year - | Year | Year | _‘
Ending Ending. |.Ending | Ending | Ending. -
- 6/30/98 . | 6/30/99 '6/30/00 .- | 6/30/01 1 6/30/02

| Fund's Total | +14.60% | +053% | +14.93% | 0.45% - | -2.48%
Retun - L S C _

AvgPublic ~ | +17.60% | +10.82% | +9.45% | 4.06% | -5.15%
Fund’s Total b o - ' IR
Retumn’

Fund's 5% | 56% | 6% | 17% | 14%
| Percentile : . o SO o ;
| Ranking

Fund's | 8.00% | 8.00% 8.00% | 8.00% | 8.00%
Target Rate' : o I o

of Return
(Actuarial
‘| Rate)

Funds | $2461 | $1803 | $4159 | $168.0 | 9512
Realized - - Million | Million. . | Million Million | Milfion -
' Earmnings B : Co ‘
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HISTORY OF EMPLOYER CONTRIBUT!ON SHORTFALL

Fiscal Year End C_lty Employer . Actuanal ~ | Contribution
: Contribution Rate | Contribution . | Shortfall
. ' _ "~ |Rate - . | (in millions})
v"16/30/l17998-- [7.83% T 1087% _$f11.1‘
R - — 1086% . | 997
BB0R000 | 883% | 1145% 5105
BROB00T | 933% [ Tiee%  |s1iz
6BOZ002  |083% | 1258% T$123
Tomomo0s —[fo5%  [M8ee% 853
TOTAL CUMULATIVE "IMPACT $802
[ToTAL -C,OMF_’O_UND.E_D' -IMPACT(S%) $102.1

2. Contingent Benefit Obligations B

* The decline in investment performance of the Fund over the past two-years has
also impacted the Fund's realized earnings and therefore the payment of
_Contingent Benefits. Contingent Benefits, which include the13™ check for
current retirees and the increase in annual retirement benefits required by the
settlement of the Corbett lawsuit in 1997 (the Corbett Payment), are not part of

- the actuarially computed contribution rate or the City’s contribution rate. These

benefits are only paid if, at the end of any fiscal year, the Fund has sufficient
~ positive or “excess” eamnings to begin paying these benefits in the order
prescribed by the Municipal Code. Prior to the most recent year, these .
Contingent Benefits have been paid each year since they were first approved
as contlngent benefits. In the case of the 13" check, the Retirement Fund has
. been paying this benefit since the early 1980s. However, last year, with the

- Retirement Fund realizing $51 million in eamings, there were insufficient
“excess” eamings to make the 13™ check payments (approximately $3.8 million -
annually), or the Corbett payments (approximately $5.5 million annually). '
Instead,; last year's realized eamings, as mandated by the Municipal Code-,
- were used to pay interest at the actuarial 8% rate of return to the employer,
employees’ and DROP accounts, and to pay the administrative and investment
expenses of the Fund. The City Council did, however, authorize a one-time-
- payment of the 13" check from Retlrement Fund reserves in 2002. The

Corbett payment, under the terms of the lawsuit, is accrued in any year inwhich -~ .~ '

' H:\RULESCOWDQC - .gqnﬁderiﬁ'al“ o



Rules Committee Report, February 2003

it is not paid, and becomes an obligation of the City to pay in the following year

- from realized eamnings. Thus, in 2003, the Corbett payment will be :
-approximately double this year’s estimated payment of $5.5 million, and wili
continue to accrue and “rolfover” as an obligation of the City until paid.
Because of this requirement, some have argued that the Corbett payment -
shouid not be treated as a “contingent” benefit, and should be “priced” and
rncluded in the actuarially computed contnbutlon rate of the Fund

In addition to the Contlngent Beneﬂts described above two other beneﬁts are
impacted by “excess” earnings. These are the Supplemental COLA Reserve.
and the Employee Contribution Rate Reserve. The Supplemental COLA
- provides those retirees who retired on or before June 30, 1982 with an amount
necessary to increase their benefit to a level equal to 75% of the purchasing
power of the dollar they retired with. This Reserve was initially created in 1998
and funded with $35 million dollars from “excess” eamings that year. ltishas -
been credited with interest at 8% from “excess” earnings, when available. *
Interest was not credited in 2002, and may not be for the next several years.
Even without fitture interest crediting, the Supplemental COLA Reserve is
projected to be sufficient to pay the existing benefit until at least 2009, although
- no increases in this benefit would be possible. .

TheEmployée Coniribution:Rate Reserve was also created in 1-998 and
funded with $35 million dollars from “excess” eamings that year. The
Reserve's purpose is to fund the City’s portion of the Employees Contribution
~(the Offsét).as riegotiated each year between the City and its Labor Unions.
The Reserve has been credited with interest at 8% from “excess” eamings,
when available. Originally, the City's Employee Centribution Offset rate was
0.49% of payroll. This was increased to 0.65% of payroll in 2000. Until
‘recently, interest crediting from “excess” eamings each year actually exceeded
- the amount transferred out to pay the Offset, and the Reserve has increased.
However, no interest was credited in 2000, and may not be for several years.

The Offset rate was increased through the Meet and Confer process to 1.7% of
safety payroll effective July 1, 2002, and an additional 1.0% of safety payroll ..
and 1.6% of general payroll effective July 1; 2003. Without interest crediting, -
.. we estimate that the Employee Contribution Rate Reserve will be depleted in
two to three years, and the annual payment will be approximately $16 million
dollars. At that time, the City and its Labor groups will have to negotiate -
whether or not the City will continue its Offset payments at the currently -
negotrated percentages of projected payroll ' o

3. Retiree Hearth Insurance Obligations

The City currently pays for Retiree Health Insurance on a pay-as-yeu-go
- basis which is the way the majority ef gevemmental agencies pay for this™
beneﬁt The cost for retlree heatth rnsurance is not part of the actuary’s '

HARULESCOM-evise2DOC ~ - Confidential

A -



‘Rules Committee Report, February 2003 . |

~ pension funding calculations, and, therefore, is not funded as part of the City’s
~ Employer Contribution rate. Over the years, "excess” eamings from the - o
Retirement Fund have been set aside inthe Retiree Health Insurance Reserve:
to pay the heatth irisurance premiums for eligible retirees based on the City’s
agreements negotiated through the Meet and Confer process. Lastyear, .
approxrmately $10 million dollars was paid to cover retiree health insurance
- premiums. The Retirement Fund has approximately $30 million in its Retiree
- Health Insurance Reserve. Assuming an annual health insurance cost
increase of 10% and current benefit levels, this reserve will be depleted in .
approximately two to three years absent any replenishment. The Mu‘nicipal'
Code does call for a contribution to this reserve when the Fund’s “excess”
eamings are sufficient in any given year to make a contribution. However, if .-
investment performance does not improve in the next few years such that'
“excess’ eamings of the Fund are insufficient to.replenish the Retiree Health -
Insurance Reserve, the City will have to either reduce the health insurance
benefit, or begin paying for the retirees’ health insurance premlums from
sources other than the Retlrement Fund. _
In addltlon SDCERS’ Actuary has estimated that the present value of the. ,
liability for paying the health insurance premiums for current active members in -
the Plan who have not yet retired is in the neighborhood of $1.1 billion dollars.
This future liability, if it is deemed to be a contractual right of all current active
City employees, remains unaccounted for in terms of the funding ofthe .
" Retirement Fund. Unless it is included in the actuarially computed contribution
- rate for the Fund and the City’s Contribution Rate under the Manager's '
Proposal, or unless eamnings from the Fund retum to sufficient levelsto create -
on-going. “excess” eamings, this potential future lrablllty of the Clty would have
to be paid for from other sources

4 Prolected Costs of Pensron Contlnqent and Heatth Beneﬁts

The Mayor’s Blue Ribbon Commrttee on Clty Finances raised concems about
the City’s funding of its pensions benefits and health benefits, and _

- recommended that the cost of these benefits be fully accounted for in the City’s
current and future budgeting process. In analyzing the Committee’s concems,
it is best to separate the City’s obligations and projected future costs into three

' components: pension obligations, contlngent benefit obhgatlons and heatth
benet' t obligations. =

a) Projected Pension Obligations

Effective July 1, 2002, SDCERS' Retirement Board and the City of San Diego -
agreed to revise and update the funding arrangement under the original .
. Manager's Proposal. The revised agreement, known as Manager's Proposal
- I, requires the City to reach a contribition rate equal to the full actuarially -

computed rate using the PUC fimdlné method by 2009 if the funded ratio of the L

o Fund falls below 82 3% This fundlng "tngger" event has occurred as ofthe -
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Fund’s June 30, 2002 actuarial valuation. . Given this fact, under Manager’s
Proposal ll, the City’s contribution rate will increase each year between now
-and 2009. One projection of this increase is shown in the table below. It-
assumes that City payroll will increase 4.25% per year between now and 2009,
that the actuarial contribution rate will increase 3% next year and 1% per year
thereafter, and that investment returns will be weak for at least several years:

* PROJECTED PENSION FUNDING COSTS

“Fiscal Year City Employer | %ofPayroll | Actuarial
Contribution - . - . | Contribution Rate

_ _ N - - (PUC)

72004 | $76 million 13.43% "21.13%
2005 $o2miion | 1657% T 24.13%
2006- Sitmilon | . 17.96% 25.13%
2007 | $i33milon | - 2068% ~ 26.13%
2008 | sieomion | 2391% |  271%%
2009 $’1‘97 milion "2813% T 2843% .

In addition to this basic pension fundlng, the City also pays fora pomon of the
. Employees’ Contribution (the Offset) and.makes a contribution to the DROP .
accounts. Using the same payroll increase assumptions as above, and -
-assuming that the Employee Contribution Reserve fund will be depleted by -
2006 and, therefore, the City’s Offset contnbutlon will be reduced in‘that year
going forward, the total City contnbutlons mto the Retirement Fund pro;ect out
as follows:

PROJECTED TOTAL CITY CONTRIBUTIONS ( IN $MILLIONS)

Fiscadl ~|ER - . |EE - DROP Total . % of

Year »Contrib'uﬁon Contribution | Contribution Contn'bLlrtion' ‘Payrolls. |
2004 [$76  |sa1  |$13 | s1083 | 178% :
2005 (%92 %34 |814 |14 | 20.0%
2006|5111 |83 . |14 |$1484 | 24%
2007 . |$133 538 185 $T725 | 245%
2008 [s160 |88 516 52006 | 275%
2006 |$167 [ 816|526 Erea
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Although Manager’s Proposal Il will bring the City’s contribution rate to the full
actuarial rate using the PUC method in 20089, jt is estimated that the Retirement
Fund will still not be fully funded in 2009. Part of the reason for this is due to
the contribution shorifall that began-with the original Manager's Proposal in
1996. This contribution shorfall is projected to be in excess of $423 million by -
-+ 2009 assuming an 8% rate of return on the difference betwsen the dollars the: _
City has been and will contribute under both-Manager’s Proposals | and Ii, and
. the dollars: that would be:contributed using the actuarially computed
. contribution rate .

b) Prolected Contingent Behet’t Obligatioh )

The estlmated annual cost of the 13" check ($3 8 million), the Corbett Payment :
($5.5 million) and the Retiree Health Insurance Premiuims ($10 million)
~combine for an annual cost of $19.3 million.. Assuming the costs for the 13"

check and the Retiree Health Insurance Premiums increase by 5.5% per year,
and that the Corbett payment remains constant each year, the City’s annual
cost to pay for these contlngent benefits in 2009 would be approximately $57

. million (assuming there are no “excess” eamings to pay these benefits in the
intervening years). As mentioned earlier, the contingent nature of each of
these three benefits is slightly different. The 13" check is only required to be
paid if there are sufficient “excess” eamings to do so in a given year. The
benefit has been paid each and every year since 1980. Last year, when there’
were not sufficient excess eamnings to pay this benefit, retirees lobbied the City

~ Council to-use a reserve account within the Retirement Fund‘to pay the benefit,
and the City Council approved this request. It is unlikely that this year's 13"
check will be paid in November because we project that there wﬂl nat be
sufficient excess eamlngs

Payment of the Retiree Health lnsurance premlums is negotlated through the -
Meet and Confer process. The $10 million annual cost should increase in
future years due to the ever-increasing cost of the City’s various health

_ insurance programs.. The Retirement Fund has been paying these premiums
on behalf of the City out of reserves specifically set up for this purpose. We
estimate these reserves will be depleted by 2006 at which time the City will
have to pay for these premiums from other funds. By that time, assuming a -
compounded 5.5% increase in costs, we estimate that the Retiree Health
Insurance premiums will be approximately $15 million dollars annually.

- Finally, the Corbett payment is the least “contingent” of the contingent benefits.
‘That is because the legal settlement requires the payment of this benefit to
retirees whether or not there are sufficient excess earnings. In a year where
there are not sufficient excess eamings to make this approximately $5.5 million -
annual payment to retirees, as was the case in 2002, the payment accrues to
the following year. Thus, at the end of this year, the Corbett payment -
obhgatlon will be approxnmately $11 million. There fs no requn'ement to pay
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interest on an accrued Corbett payment; so the projected amount of the
Corbett payment expense to the City in 2009 assuming there are insufficient

“excess” eamings in the Retirement Fund untll then would be- apprommately
$38.5 million dollars.

¢) Projected Health Benefit Obligations

It is important to distinguish between the City’s costs to pay the premiums for
current retiree’s health insurance from the potential future liability of the City to
pay for the same health insurance coverage for existing active employees
when they retire. In the most recent Meet and Confer session, the retiree .
health benefit was modified to index any future Retiree Health insurance
premium reimbursements to a national health expenditure formula, with an
annual increase cap of 10%. Using an assumption that health costs will :
continue to increase at least10% per year, and that the corresponding cost of
health insurance premiums will also increase at a similar pace, we estimate
that the average City reimbursement of the highest retiree health insurance -
premiums coufd increase from the current $500 per month t6 $1,000 per month
by 2009. This would balloon today’s $10 million dollar annual payment for .
current retirees to over $60 million dollars based on today's retiree popula’non
of approximately 5,000 health eligible retirees. The Fund's Actuary, using very
simple assumptions and basic calculations, has estimated that the present
value of the liability just for today’s health insurance ellglble retirees is in the-

_ vucnmty of $400 million.

PrOJectlng the City’s cost to pay for the health insurance of actlve employees
when they retire is certainly more difficult. On the assumption that the current
benefit structure for health insurance as stated in the Municipal Code does not - -
change, and using the same assumptions on future health costs that were
applied to the retiree population, the Fund's Actuary has estlmated the present
~ value of the City’s liability for today’s active employees’ health insurance
- benefits is in the neighborhood of $75O mllllon -

Thus, taken as a group, the City’s future Ilablhty to cover the health insurance
reimbursements of its retirees and active employees is in excess of $1.1 billion
dollars. The City is not making any contributions to the Retirement Fund today
for this liability, nor is the Fund’s Actuary pricing the cost of this benefit and -
future liability in calculating the actuarial contribution rate of the Fund. Absent a
change in the benefit and the Municipal Code, and a dramatic decrease in -
future health insurance costs, the City of San Diego could be facing S|gnrﬁcant
funding obligations to cover this benefit in future years. The Retirement Fund -
would not be a resource for this payment absent increases in current
contribution payments to include and cover this significant future liability.
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. Conclusion

... Future scenarios are difficult to predict, and it's important to remember that the” -
- ..City’s Retirement Fund is $2.5 billion dollars strong and will continue to.provide
‘monthly retirement benefits to current retirees and to current City employees
when they retire. The performance of the investment markets over the past
three years has definitely impacted the earnings of the Fund; and consequently
impacted the Fund'’s ability to pay contingent benefits. The investment decline -
has also been the primary contributor to the Fund's declining funding ratioin = -
recent years. However, under Manager's Proposal I, the City is committedto
achieving the full PUC .actuarial rate contribution by 2009 and moving quickly to
fundlng at the EAN actuarial rate thereafter. These steps will eventually
improve the Retirement Fund's funding ratio. While the short-term horizon may
continue to bring “weak” investment retums, it's important to remember that the
Retirement Fund’s 10-year average annual return for the period ending June:
2002 was 9.26%. This is well above the actuarially assumed rate over this
same time period of 8%. “The projections in this report have assumed that
investment returns may not be sufficient to pay some or all of the various
contingent benefits between now and 2009. [f this projection holds true, then- '
the City will have to asses whether or not it wishes to fund these benefits from -
other sources and pay the contingent benefit that continues to accrue (the
Corbett payment) from increased contributions. .

With regard to health lnsurance, the current * pay—as-you-go approach wﬂl

- almost certainly require-either a change in this benefit or funding from sources
other than the Retirement Fund and its reserves in the-not too distantfuture.

_ Given the dramatic rise in health insurance costs predicted by the experts, the -

- City of San Diego might want to consider beginning to fund the future liability of
‘health insurance for current retirees and future retirees as part of its annual
employer contnbutlon o the Retlrement Fund.
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| CITY OF SAN DIEGO -
OFFICE OF THE CITY AUDITOR AND COMPTROLLER

MEMORANDUM

DATE: Depember 26, 2000

TO: - SDCERS Board of Administration
Via Larry Grissom, Retirement Administrator

FROM: Ed Ryan, City Auditor and Comptrolier

SUBJECT: Auditor and Comptroller Memorandum of Understanding for Services to
the Retirement System for Fiscal Year 2002 -

During this fiscal year our office has provided high quality services to your department for
ihe Retirement Fund. Our Accounting Staff has-provided monthly and annual financial
reports, prepared in accordance with applicable accounting pronouncements, to the
Retirement Board. They also process the daily payment and accounting fransactions.

Our Financial Systems Staff was responsible for programming the Gorbett Settlement
accrual terms, as outlined in City Ordinance. 418835. Due to'the timing of.Council approval,
additional retro payments had to be quickly programmed to stay in compliance. Our efforts
were successful on very short notice as the programming was tested and implemented by
the middle of July 2000. The Corbett five-year retro payout was programmed and

combined with this years 13® check payout in November.as alsc was specified in the
ordinance. . '

Our Payroll Staff provided oversight and assistance to your department for the five-year
retro settlement payout. They closely monitored the Supplemental COLA |l benefitand the
DROP benefits. They continue to provide excellent customer servics to retirees regarding
their pension checks, 1099R tax forms, direct deposit transactions, tax withholding, and
changes in benefits, such as Supplemental COLA, Cost-of-Living and Fluctuation
 increases. Our Payroll Staff also provides excellent service to active and terminating
employees, including accurate accounting for and timely processing of retirement
contributions, refunds, and purchases of service credit. During the year they warked
closely with your staff o provide reconciled payroll transmittal files for the MBS conversion.
In_addition, our Payroll Staff continues to provide information, research and timely
assistance to your department on many issues affecting active members and retirees.

Our Audit staff audited records related to the Corbeft and the Supplemental COLA i
payouts and performed the Death Match audit.

TN = U]
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Auditor and Comptroller Services -
December 26, 2000
Page 2

‘The “Summary of Estimated Charges” on page 2, shows the Fiscal Year 2001 budget
amounts- and the proposed Fiscal Year 2002 Budget for Auditor-and Comptroller services
to the Retirement Fund. These charges are based on the scope of services described in

Attachment |, “Scope of Accounting Services Provided” and the detailed charges listedin -

Attachment li, “Direct Billing Estimate”.

in accordanc'e with our past practice, we will not bill your office for the time spent on the
MBS Project by Audit and Financial Systems Staff. Audit services will be provided upon
request or if we see an audit need. Any Audit charges will be agreed to in advance.

- Once the MBS System is fully operational, we anticipate tﬁat efficiencies in the new system

may allow us to reduce the time spent on certain core functions. lt is our policy to direct
bill for staff dedicated to a specific customer. Please note that we only bill actual
charges; actual charges will not exceed the total estimate without your approval.

Summary of Estimated Charges

e : . FY 2002
Ongoing Operations: .. . FY 2001 Budget Proposed Budget
Accounting Services .t $40090 | $42,009
Payroll Services | | se7682 $91,941
Non Personnel Expénses - _$4.838 $7.330
Subtotal - Ongoing Operations $132610 _ $141.310 -

MBS; ' |
Accounting Services : : 7 §5653 $8,167
Payroll Services ' w o 821,445 $23.400
Subtotal - MBS , . 27,008 829,567
~ Total Auditor and Comptroller Services $159.708 $170.877

- Please sign below to conf' irm your understandmg of the stated scope of servnces and
relatedcharges - e T ACERR

-

2 O e

City Auditor and Comptroller ~ Retirement Administrator

HA HE[An == mmmmem e mmam e e -
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ATTACHMENT |

SCOPE OF SERVICES PROVIDED

Accounting

Core Services:

*

_Prepare monthly financial statements, in accordance with-applicable accounting
pronouncements, for the Retirement Board. : ' ‘

K Analyze the annual actuary report and make projections of the fiscal impactj of
contributions as needed. Calculate City contribution rates using information
provided on the actuary report and advance to Retirement Fund.

. P.repare‘a_nnual financial statements and supporting schedules for Retirement
Board and for Comprehensive Annual Financial Report; including Schedule of
. Distribution of Undistributed Earnings. ' S

. Prepare the annual State Controller's Report (Report of Financial Transactions of
* Public Retirement Systems). '

. Compute the cash requirements nebessary 1o cover the monthly pension payroll
and annual 13th check and Corbett payment and order cash from the investments
trustee as needed. ' :

. On a'monthly basis, reconcile the pension payroll subsidiary accounts to the
General Ledger.

. Onadaily basis, review and process administrative budgef ransactions, including

Direct Payment Requests (DPs), Purchase Requisitions, Journal Vouchers, and
Budget Transfer Requests. :
. ‘Maintain account tables and set up new accounts as neéded to maintain accurate

records of the fund's activifies.
Services Prov'ided Upon Request:
. General technical assistance and information conceming fund status.
.. Assistin the reconciliation of monthly investment activity. |

. Perform special projects, define available options and make récommendations.

=l )
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ATTACHMENT |

SCOPE OF SERVICES PROVIDED

Payroll
Monthly Processing:

Verify ‘new. retirees and their monthly alliowances have been approved by the
Retirement Board and added to pension payroll for the approved amounts.

. Verify authonty for changes in retirement allowances and review for
' reasonableness.

. Initiate jobs to update Pension Payroll Master File and print the warrant register.

« . -Authorize printing of checks and ACH (direct deposit) stubs.

«  Notify Cnty Treasurer's Investments personnel of gross pension to be pald and
provude tax withholding figures to Auditor's Payroll Accountant
. Prepare AMRIS (general Iedger) transactrons to record pensuon expense

v Special handlrng ofwarrant checks wrth uncommon requrrements (forergn ‘address,
inserts to be mailed with cheok etc), - : » :

. Void checks issued in error (paid wrong due to last-minute changes, gamishments,
or notifications of retiree death).

. Prepare manual checks s necessary.
. Stuff and mail pension checks and ACH (dir'ect deposit) stubs.

. Monitor, record usage of , and maintain security for all checks, including postmg of
voids and issues using Advantis bank repomng software..

. Interpret court orders withhold money, and pay institutions and/or individuals
benefitting from assignments, gamlshments and attachments

.« . Prepare-1089-Rs and 1099-Ms and- submut to’ the Intemal Revenue Servrce RN,

California- Franchise Tax Board (FTB) retn'ees and vendors annually and as
requested by recipients. :

. - Maintain and update tables for state and federal wnhholdmg and ACH- deposrtory
financial institutions (DFT).
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ATTACHMENT |

~ SCOPE OF SERVICES PROVIDED
Payroll {continued)
« ' Prepare bank réconciliation for. all pension transactions and provids to Treasurer's

personnel for inclusion in their reconciliation of City accounts, and make necessary
adjustments to AMRIS (general ledger).

’ Record and deposit checks.received from beneficiaries for overpaid benefits due
to retiree deaths. '

. Adjust retirees’ balances to ensure accurate tax reporting.

L Update and generate ACH transactions, and provide data to the ACH processing
. service provider for posting to retirees’ accounts.

«  lIssue affidavits and process stop payments for retirees and members,
~ Other Payroll Activitie-s:
o Ensure accurate and timely postings of payroll deductions, adjustments, refunds

and retirements to the Retirement Contribution System and AMRIS.
. Réconcile the Retirement Contribution System to AMRIS.

. Provide customer service for retirees and members inquiring about pensions, direct
deposit, 1099-Rs, refunds, retirement contributions, etc. - : :

. Compile financial data and prepare invoice and supporting schedules for annual
billing to Unified Port District for its share af administrative costs, and ensure
payment by specified deadlines. :

. Research and resofve computer system and reporting errors.

. Research stale-dated and undeliverable pension checks and other disbursements,
and authorize reissue of payments to appropriate payees, when applicable.

«  Coordinate transactions and procedures with Unified Port District (UPD) to ensure
accuracy of member cantributions, paymants by UPD, and retirement balances
reported on UPD employse payroll chiecks.

. Verify Cost-of-Living adjustments, fluctuationincreases, and interest apply correctly
- and test for reasonableness. : '

. Corﬁplete special projects and research issues as requested by Retirement Office
personnel. ‘

GA  AOvd U0 v, w0
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ATTACHMENT |

~ SCOPE OF SERVICES PROVIDED

Payroll (continued)

Prepare bank fé'conciliation.for. all pension transactions and provide to Treasurer's
personnel for inclusion in their reconciliation of City accounts, and make necessary
adjustments to AMRIS (generai ledger). - I :

Record and deposit-checks received from beneficiaries for overpaid benefits due
to retiree deaths. ' '

Adjust retirees’ balances to ensure accurate tax reporting.

Update and generate ACH transactions, and provide data to the ACH p'rooessirig
service provider for posting to retirees’ accounts.

Issue affidavits and process stob payments for retirees and members.

Other Payrol| Activit_ieé:

aQ anyd

Ensure accurate and timely postings of payroll deductions, adjustments, refunds

‘and retirements to the Retirement Contribution System ‘and AMRIS.

Reconcile the Retirement Contribution System to AMRIS.

Provide customer service for retirees and members ingquiring about pensions, direct
deposit, 1099-Rs, refunds, retirement contributions, etc. -

‘Compile financial data and prepare invoice and supporting schedules for annual

billing to Unified Port District for its share of administrative costs, and ensure
payment by specified deadlinss. ‘

Research and resolve computer system and reporting errors.

Research staledated and undeliverable pension checks and other dis'cjursements,
and authorize reissue of payments o appropriate payees, when applicable.

Coordinate transactiéns and procédures with Unified Port District (UPD) to ensure
accuracy of member contributions, payments by UPD, and retirement balances
reported on UPD employee payroll checks.

Verify Cost-of-Living adjustments, fluctuation increases, and interestapply correctl}y _
- and test for reasonableness. ' '

Corﬁplete special projects-and research issues as requasted by Retirement Office
personnel. : ' '
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FISCAL YEAR 2002

RETIREMENT FUND - ACCOUNT 79089
SUMMARY OF ESTIMATED CHARGES

Assumes: Salaries adjusted for projectéd raises. _
- Fringe Rate 30.9%
Cost Recovery : 8.3%
PERSONNEL
0.5 Accountant lll - Accounting
Labor
Fringe

Cost Recovery
Total Accountant [l - Accounting
0.5 Accountant Il - Payroll |
Labor
Fringe
Cost Recovery
Total Accountant |l - Payroll
1 Audit Specialist Il - Payroll
l.abor
Fringe
Cost Recovery

Total Audit Specialist I - Payroll

SUBTOTAL - Payroll

TOTAL PERSONNEL
NON-P N o _
- - : gy " BrsperUnt’
1099 R Tax Forms ' 8,50 $0.15
Envelopes 70,000 $0.045
Paychecks 70,000 $0.035
ACH Fees (monthiy) 13 $35.000

TOTAL NON-PERSONNEL

TOTAL BUDGET (not including MBS)

N helal o] . A T A

$30,200

A4 0 VAT I B

$9,332 .

$2,507

$27,503
$8,498

1$38,547

$11,911

$3,199

$2,283 -

$42,039

$38.284
$53.657

$91.941

$133,980
$1.275
$3.150
$2.450
$455

$7.330

$141,310



. " ATTACHMENT [l
-~ FISCAL YEAR 2002
- RETIREMENT FUND - ACCOUNT 79089
- SUMMARY OF ESTIMATED CHARGES

MBS IMPLEMENTATION SERVICE REQUESTED; = -

PERSONNEL

120 Hours - Accountant )] - Accounting

Labor : : : $4,430

Fringe ' $1,369 -
Cost Recovery : $368
Total Accountant I1] - Accounting . $5,167

500 Hours - Accountant I - Payroll

Labor ' | $16,811
Fringe ‘ $5,194
Cost Recovery . ' - $1,398
Total Accountant if - Payroll . S 823400 o
_ TOTAL PERSONNEL-MBS . = $29,567
' TOTAL AUDITOR AND COMPTROLLER SERVICES . $170877
o
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SAN DIEGO CITY CHARTER ' $40

provided for in this Charter or by ordinances of the:

City, including the journal of all proceedings of the
Council and all its ordinances and resolutions.

(Amendment voted 09-17-1963; effective 02-11-1964.)

SECTION 38.1. = MICROFILMING OF
RECORDS.

(Addition voted 04-19-1949; effective 05-20-1949.)
(Repeal voted 11-04-1958; effective 02-19-1959.)

SECTION 39.
COMPTROLLER.

CITY AUDITOR AND

The City Auditor and Comptroller shall be elected by
the Council for an indefinite term and shall serve
until his successor is elected and qualified. The City
Auditor and Comptroller shall be the chief fiscal
officer of the City. He shall exercise supervision over
all accounts, and accounts shall be kept showing the
financial transactions of all Departments of the City
upon forms prescribed by him and approved by the
City Manager and the Council. He shall submit to the
City Manager and to the Council at least monthly a
summary statement of revenues and expenses for the
preceding accounting period, detailed as to appropri-
ations and funds in such manner as to show the exac
financial condition of the City and of each Depart-
ment, Division and office thereof. No contract, agree-
ment, or other obligation for the expenditure of public
funds shall be entered into by any officer of the City
and no such contract shall be valid unless the Auditor
and Comptroller shall certify in writing that there
has been made an appropriation to cover the expendi-
ture and that there remains a sufficient balance to
meet the demand thereof. He shall perform the duties
imposed upon City Auditors and Comptrollers by the
laws of the State of California, and such other duties
as may be imposed upon him by ordinances of the
Council, but nothing shall prevent the Council from
transferring to other officers matters in charge of the
City Auditor and Comptroller which do not relate
directly to the finances of the City. He shall prepare
and submit to the City Manager such information as
shall be required by the City Manager for the prepa-
ration of an annual budget. He shall appoint his sub-
ordinates subject to the Civil Service provisions of
this Charter.

(Amendment voted 06-04-1974; effective 08-13-1974.)

SECTION 40. CITY ATTORNEY.

At the municipal primary and general election in
1977, a City Attorney shall be elected by the people
for a term of seven (7) years. A City Attorney shall
thereafter be elected for a term of four (4) years in the

(10-04)

manner prescribed by Section 10 of this Charter.

Notwithstanding any other provision of this Charter
and commencing with elections held in 1992, no per-

- son shall serve more than two (2) consecutive four-

year terms as City Attorney. If for any reason a per-
son serves a partial term as City Attorney in excess of
two (2) years, that partial term shall be considered a
full term for purposes of this term limit provision.
Persons holding the office of City Attorney prior to the
November 1992 election shall not have prior or cur-
rent terms be counted for the purpose of applying this
term limit provision to future elections.

The City Attorney shall be the chief legal adviser of,
and attorney for the City and all Departments and
offices thereof in matters relating to their official pow-
ers and duties. The attorney and his or her deputies
shall devote their full time to the duties of the office
and shall not engage in private legal practice during
the term for which they are empléyed by the City,
except to carry to a conclusion any matters for which
they have been retained prior to taking office.

The City Attorney shall appoint such deputies, assis-
tants, and employees to serve him or her, as may be
provided by ordinance of the Council, but all appoint-
ments of subordinates other than deputies and assis-
tants shall be subject to the Civil Service provisions of
this Charter.

It shall be the City Attorney’s duty, either personally
or by such assistants as he or she may designate, to
perform all services incident to the legal department;
to give advice in writing when so requested, to the
Council, its Committees, the Manager, the Commis-
sions, or Directors of any department, but all such
advice shall be in writing with the citation of authori-
ties in support of the conclusions expressed in said
written opinions; to prosecute or defend, as the case
may be, all suits or cases to which the City may be a

‘party; to prosecute for all offenses against the ordi-

nances of the City and for such offenses against the
laws of the State as may be required of the City Attor-

" ney by law; to prepare in writing all ordinances, reso-

lutions, contracts, bonds, or other instruments in
which the City is concerned, and t§endorse on each
approval of the form or correctness thereof, to pre-
serve in the City Attorney’s office a docket of all cases
in which the City is interested in any of the courts
and keep a record of all proceedings of said cases; to
preserve in the City Attorney’s office copies of all writ-
ten opinions he or she has furnished to the Council,
Manager, Commission, or any officer. Such docket,
copies and papers shall be the property of the City,
and the City Attorney shall, on retiring from office,
deliver the same, together with all books, accounts,
vouchers, and necessary information, to his or her
successor in office.

The City Attorney shall have charge and custody of
all legal papers, books, and dockets belonging to the

CH 19
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THE COMMITTEEON
RULES, FINANCE AND INTERGOVERNMENTA L RELATIONS
OF THE CITY COUNCIL OF THE CITY OF SAN DIEGO
{(MAYOR DICK MURPHY, CHAIRPERSON)

Action Items for meeting of
Wednesday, February 27, 2002

ITEM-1: Discussion re: Report from the Mayor’s Blue Ribbon Committee on Budget and Finance.

The Committee voted 4-0 to accept the report and to direct the City Manager to prepare a response and to return
to the Rules Committee on March 20, 2002. (Motion: Madaffer; Second: Atkins; Not Present: Stevens)

ITEM-2: ~ - Discussion re: San Diego’s Proposed Urban Forest.

The Committee voted 4-0 to accept the Tree Advisory Board’s “Community Roots” report and to refer all
recommendations contained therein to the City Manager to prepare a response and to return to the Rules
Committee on April 10, 2002. (Note: The Tree Advisory Board was invited to return on April 10, 2002, to present
their funding recommendations. ) (Motion: Wear; Second: Atkins; Not Present: Stevens)

ITEM-3: Discussion re: Proposal to amend Municipal Code Section 35.0111 to reflect
an increase in the room rental charge amount exempt from Transient
Occupancy Tax (TOT) from $20 per night to $25 per night.

The Committee voted 4-0 to approve the City Manager’ s recommendation contained in City Manager ’s Report
02-041. (Motion: Wear; Second: Atkins; Not Present: Stevens)
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SAN DIEGO CITY
EMPLOYEES' RETIREMENT SYSTEM
ANNUAL ACTUARIAL VALUATION

June 30, 2001 |

_CITY OF SAN DIEGO.

. Submitted to
- THE RETIREMENT BOARD
San Diego City Employées' Retirement System

San Diego, California
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San Diegoe City Emplo.yees' Ret_iremem System
June 30, ZQO‘I Actuarial Valuation
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" February 12, 2002

Retirement Board ‘

San Diego City Employees' Retirement System -
401 "B" Street, Suite 400

San Diego, CA 92101

Dear Members of the Board:

Submitted in this report are results of the regular Annual Actuarial Valuation as of June 30, 2001 of
the San Diego City Employees' Retirement System. The valuation is intended to provide a measure of
the funding status of the retirement system and actuarially computed contribution rates. These rates
are higher than rates ‘specified by the Manager's Proposal, and will be superceded by .Manager's
Proposal Rates, as long as certain parameters are met. This valuation forms part of the basis for the
employer -contribution ratés for the year beginning July 1, 2002. . - )

Beginningof Year . | - v T

. Contributions _ June 30,2000 June 30, 2001
General ngm,bers i : B.62% : 11.03%
Safety Members - 19.83% 24.48%
Weighted City Total T 12.58% - 15.59%

The member statistical data on which the valuation was based ‘was furnished by the Retirement
Office, together with pertinent data on financial operations. Data was reviewed for reasonableness,
but was not audited by the actuary. '

Naluation results indicate that there was a large experience loss of $193.2 million. This loss
represents 7.6% of actuarial accrued liabilities as of the previous valuation date of June 30, 2000.
- Losses were primarily due to lower investment returns and higher pay increases than projected.

The cooperation of the Retirement Office in furnishing materials requested for this valuation is deeply '
acknowledged with appreciation. :

Respectfully submitted,

GABRIEL, ROEDER, SMITH. & CéMPANY_
Rick A. Roeder, E.A., F.S.A., M.AALAA.
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" San Diego City Employees’ Retirement Systefn

Financial Principl"es and Operational Techniques

of the Retirement System

Promises Made, and To Be Paid For. As each year is completed, the Retirement System, in effect,

hands an "JOU" to each member then acquiring a year of service credit -- the "IOU” says: "The San
Diego City Employees’ Retireme.ht ' System owes.you one year's worth of retirement benefits,

payments in cash commencing when you qualify for retirement.”

The related key financial questions are:

Which generation of taxpavers contributes the money to cover the 10U?

The present taxpavyers, who réceive the benefit of the member’s present year of service?

Or the future taxpévers, who happen to be in San Diego .a_t the time the 10U becomes a cash dernand,

years and decades later?

The principle of level percent_of pavroll fi narlcinq intends. that this vear's taxpavers contribute the

money to cover the 10Us being handed out this yea . By following this principle, the_employer

contribution rate will remain approximately level from generation to generation — our chlldren and our

Vgrandchlldren w:ll contribute the same percents of active payroll we contribute now.

{T here are systems which have a design for deferring contributions to futura taxpayers, lured by a .
lowar contribution rate now and putting aside the consequence that the contnbutlon rate must then

relentlessly grow much greater over decades of time.)

An inevitable by-product of the level-cost design is the accumulation of reserve assets, for decades,

and income produced when the assets are invested. Invested assets are a by-product and not the

' objective. Investment income becomes the 3rd contributor for benefits to employees, and is inter-
locked with the contribution amounts required from employeés and employer.

{Concluded on next page)

- COSD 00999



San Diego City Employees’ Retirement System
Financial Principles and Operational Techniques

of the Retirement System

{Concluded)

Translated to actuarial terminology, this level-cost objective mearns 1h'ai the contribution rates must
total at Ieast the followmg '
Current Cost {the ccst of members service being rendered this year)
plus. .
lnterest on Unfunded Accrued Liabilities (unfunded accrued liabilities are the difference between

liabilities. for service already rendered and the accrued assets of the Renrement System)

omgutmg Contributions To Support System Beneflts.. From a glven schedule of benefits_ and from
g the emp|0yee data and asset data furnlshed the actuary determmes the contnbutron rates to support‘ :

the benefits, by means of an actuanal valuatlon and a funqu method.

An actuarial valuation has a number of ingredients such as: the rate of investment return which plan
assets will earn; rates of wrthdrawal of active members who leave covered employment; rates of

mortality; rates of disability; rates of pay increases; and the assumed age or ages at actual retirement.

In an actuarial valuation the actuaty must assume what the above rates will be for the next year and
for decades in the future. Only the subsequent actual experience of the plan can indicate the degree

of accuracy of the assumptions. '

Reconciling _Differences Between Assumed Expenence and _Actual Expeﬂence. Once actual
expenence has occurred and been observed, it will not comcxde exactly with assumed experience,
regardless of the skill of the actuary and the many calculanons made. Most retirement systems cope
with such differences by having annual actuarial valuatrons Each actuarial valuation is a complete

recalculation of assumed future experience, 1aking inte account all past dxfferences between assumed

and actual experience. The result is continuing adjustments in fmancsal position.

COSD 01000



THE ACTUARIAL VALUATION PROCESS

The financing duaqram on the opposite page shows the relauonshxp between the two fundamentally

different philosophies of paying for retirement benefits: the method where contributions match cash

benefit payments (or barely exceed cash benefit payn‘ients, as in the Federal Social Security program}

which is an increasing contribution _method; and the level conuibution method which equalizes

contributions between the generations.

The actuarial valuation is the mathematlcal process by which the level contribution rate is determmed

The fiow of act:vuty consmutlng the valuatlon may be summanzed as follows:

A. Covered pedple data, furnished by plan administrator, including:

Remed lives now recenvmg beneflts
Former employees with vested beneflts not yet payable

Active employees
"B. + Asset data {cash & investments), furnished by plan administrator-

C + Assumgtlons concerning future experience in various risk areas, Wthh are estabhshed by the

Retirement Board after consulting ‘with the actuary

D. + The funding method for employer contributions (the long-term, planned:battem for émployer

contributions}

E. + Mathematically combining the assumptions, the fundi_ng method, and the data’

F. = Determination of:

Plan Financial Position and/or

New Employer Contribution Raie

COSD 01001 .
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San Diego City Employees' Retirement System
June 30, 2001

FUNDING OBJECTIVE

The funding objective of the Retirement System is to establish and receive contributions, expressed
as percents of active member payroll, which will remain approximately level from year to year and will

not have to be increased for future generations of citizens.

CONTRIBUTION RATES

<

The Retirement System is supported by member contributions, City comﬁbutions, ahd investment

income from Retirement System assets.

Cohxribdtions_ which satisfy the funding objective are determined by the annual actuarial valuation and

are sufficient to:

{1) cover the actuarial present value of benefits allocated to the current year by the actuarial

cost method {the normal cost); and

{2) finance over a period of future years the actuarial present value of benefits not covered by

valuation assets and anticipated future normal costs (unfunded actuarial accrued liability).

Computed contributions as of June 30, 2001 apply to fiscal year beginning July 1, 2002.

COSD 01003
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='an Diego City Employees’ Retire

System

Computed City Contribution Rotes

{Expressed as Percents of Active Payroli)

June 30, 2001

GENERAL

June 30, 2000

General Legislative

8.92%  28.86%
8.90%  54.28%

8.56% 52.23%

~ June 30, 2000
Weighted
Totals
17.66%
2.95%

 General Contributions June 30, 2001
Based on Weighted
Valuation of General Legislative  Totals
Normal Cost * © 9.12% 21.65%  9.14%
Amortization Payment * - 2.25%  44.95%  2.32% . (0.02)% 25.42%
SUBTOTAL 11.37% 66.60% - 11.46%
Adjusted for payment S , ‘
at beginning of year 10.94% 64.09%  11.03%
SAFETY
Safety Contributions ~ June 30, 2001
Based on’ Wejghted
Valuation of Totals
Normal Cost * o 17.81%
Amortization Payment * " -7.83%

SUBTOTAL : 25.44%

Adjusted for payment
at beginning of year . © 24.48%

20.61%

19.83%

* Rates assume that contributions are made uniformly during the plan year.

COSD 01004

Weighted
Totals

8.94%
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,‘?go City E mpl_oyees‘-R-etiremem Sysl
Computed City Contributions - Historic Comparison

E xpressed as Percents of Payroll’

Fiscal Valuation | General @ Safety Weighied;' Valuation

Year . Date i Members Members Towal . Payroll . \
i93-94 : 6/30/922 ! 2.08%; 11.37%; 5.67%: $313.176.024 ,
:94-95 ;. 6/30793° l 3.15%| 14.19% 7.39%] $320,623,685 Y
1195-96 I 6/30/94% 4.34%: 15:42%! . 8.60%; $338,440.247 - '
*96-97 ' 6/30/95 5.28%: 16.42%, 9.55%! $350,583,835 o
:97-98 - 6/30/96 4.81% 15.20% !} - 8.71%| $365,088,750
P : . i :
;97-98 > 6/30/96° 7.35% 16.74%! 10.87%1 . $365,088,750 ‘ !
.98-99 v 6/30/97 7.52%:  16.46%, 10.86%| $382,715,084 S
:98-00 ; 6/30/98% 7.87%: 17.75%] 11.48%] $399,035.094 . i
-00-01 ¢ 6/30/99 8.06%! 19.05%! 11.96%| $424,515,968 ;
.01-02 ; 6/30/00 5.65%/| 13.30%] 8.35%| $448,501,827
{01-026  ; 6/30/00 j. 8.62%; 19.83%: 12.58% $448,501,827 ..
'02-03 i 6/30/01 | 11.03%; 24.48% 15.59%| $481,863,318:
i ] i ' :
H Weighted Average Rate for All Groups ‘
H ) . . i
i 18.00%
; ° 16.00%
i 8 14.00%
' !‘ £ 5 12.00%
. £3 1000%
— &% 8.00%
[ .E 5 6.00%
_ 879 400w
o 2.00% |
H Q.
i 0.00% |
r Fiscal Year o 1.
= . ——
1 : — '
= ] | | I |

. | Rates shown are adjusted for payment at the beginning of the year and exchude negotiated “pick ups”

2 Reflects change in benefits for certain member groups l I I

3 Reflacts changes in member contribution rates for certain member groups, early retirement incentive
program activity, and methodology with regard to member refunds and employer pickup

i Reflects revised actuarial and economic assumptons
1]

s Afier Manager’s Proposal i ‘ !

16 Heflects non-contngent benefitincreases: . H . i
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San Diego C’i_ty Employees’ Betirement System.
June 30, 2001

Elements of Ndrmal Cost

{Expressed as Percents of Active Payroll). -

General Safety Total

Service Retirement . 14.80%  23.44%  17.75%
Vested Deferred Retirement  1.43%  0.63%  1.16%
DesthinServics 0.24% . 048%  032%
 Disability 2.16%  5.64%  3.34%
éontﬁbutidh Refunds 0.40% 0.25% 0.41% |
Total Normal Costs . 19.15% 50.4_5% 22.98%
Employee Contributions 10.01%  12.84% 10.97%
Normal Costs 9.14% 17.61% 12.01%

e

(Mid-year contributions assumed for this illustration}

NOTES: In this presentation, Disability costs could be viewed as “overstated” and Service Retirement
costs “understated” since ALL costs for accrued benefit service are included and encompass those
eligible to service retire at date of disabiiity grant. ‘
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. .an Diego City Employees' Retirer - ystem:
-Allembe_r Contributions as of June“s 001

In addition to City contribﬂiions, the system is also funded by employee contributions. The rate at
which members contribute is expressed as a percent of pay and varies according to age of entry into '
the system. Please refer to Appendix A for a detailed list of these rates by member group.

Average, long-term ’employe'e contribution rates for each member group are shown below, and reflect
Corbett increases. : '

, June 30, 2000 June 30, 20017
General Members ‘ 9.97% _ 10.01%
Safety Members ) j 12.83% v 12.84%

All or part .of the employee rate is subject to potential “offset” {*pick up”) by the employer. The .
rates above are shown prior to any applicable offset. Please refeér to page 50 for other relevant
assumptions. Assumed offset amounts by member group are shown for information purposes ONLY
and will be' updated effective as of December 2001. ' :

Estimated Average Offsets

Group Offset
General
Represented 5.0%

Non-Represented 6.0

Legislative 6.9

Safety ‘
Lifeguards 6.5 .
Police/Fire . 7.3

Such offset and related accumulated interest are not to be refunded to employees at termination.
The City pick up, contributed to the System, is reduced by anticipated savings for reduced employee
refunds prior 10 being contributed. See Cor_nment J in this regard. : :
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. jn Diego City Employees’ Retire - System
Unfunded Actuarial Accrued - ty
June 30, 2001

{City Only)

Derivation of Experience Gain (Loss)

The actuarial gains or losses realized in the operation of the Retirement Association provide an
experience test. Gains and losses are expected to cancel each other over a period of years {in the
absence of double-digit inflation) and sizable year-to-year fluctuatlons are common. Detail on the
" derivation of the actuarial gain{loss) is shown below.

1) UAAL*™ at beginning of year . o $68,959,1 10
2) Explected beginning of year accrued Iiaﬁili‘ty baymeh_t (11,298,121)
‘ 3-)7 Interest 'ac-(':rﬁal_' ) | ‘
{M-{2)x:08 - S 6,420,578
4] Increase in STAR COLA and 401(h) Reserves 4,045,944
5)7 Expected UAAL at end of year ’ C :
{(N-2)+ 3+ 4 - _ _.9_0,723,,753_
6) Actual UAAL atend of year 283,892,737
7) Gainlloss): (5} - (6) o (193,168-,984)

8) Gainfloss) as percentage of actuarial acq;ued i
Liabilities at beginning of year ($2,528,773,900) ' (7.61%

* Unfunded Actuarial Accrued Liability
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-JSari Dviego City Employees’ Retirem System -
Unfunded Actuarial Accrued Liability
June 30, 2001

Unfunded Actuarial Accrued Liability.

Total actuarial liabilities . ) $2,809,537,745

© Assets allocated to funding - $2,525,645,008
Unfunded Actuarial Accrued - . $283,892,737
Liability : .

Elem_en'ts of Experience Gain {Loss)

Estimated Gain{Loss) attributed 1o pay increases . o ($»37,00C);OOO)

' Estimated Gain{Loss) at_tributed to investment exﬁerience (95;647,385)
Estimated Gain{Loss) attributed to post-retirement mortality ' 11,867,000
Estimated Gain{Loss) attributed to retirement incidence ' {9,000,000}

Estimated GainlLoss) attributed to combination of vested (32.162,000)
deferred data refinements and “rehires” who were .
previously classified as vested deferreds

Estimated Gain{Loss) from employee turnover, v _ (21,226,599}

" pre-retirement mortality and.miscellaneous factors

Total Estimated Experience Gain{lLoss) ’ ($193,168,984}

Exgerience Gain{Loss) - Comparative Schedule

" Valuation : Previous Year Gain {Loss)
Date  Gain {Loss)  Accrued Liability =~ Percentage

6/30/92  $57.952,320 $1,006,299,729  5.8%

6/30/93 42,605,778} 1,057,238,917 - (4.0}
6/30/94 (6,744,850) 1,220,830,059 0.6) .
6/30/95 {11,370,990) 1,338,279.541  (0.8) .
6/30/96 59,592,960 1,476,710,662 4.0
'6/30/97 38,473.993 1,682.604,532 23
. 6/30/98 31,086,010 1,822,432,018 17
6/30/99" 29,750,299 1,979,668,038 15
6/30/00 286,632,160 2.181,547,453 13.1
6/30/01  {193,168,984) 2.528,773,900 - (7.6)

-* Beginning with June 30, 1299 valuauion, expenence schedule is City only.
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‘_‘an Diego City Einpigyees' Retiren‘ System
Actuarial Balance Sheet — June 30, 2001

($ in Millions)

PRESENT VALUE AND EXPECTED FUTURE RESOURCES

A. Actuarial value of system assets

B. Present value of expected future
contributions’ '

1. For normal costs

S 2. Fbr unfunded actuarial accrued liability

3. Torals -

C. Present value of expected future member
" contributions

D. Total Present and Expected Future
Resources C

Safety

General Total
1,726 1,353.0 2,525.6
' 3384 2117 550.1
103.8 180.1 283.9
4422 391.8  834.0
325.6  204.8.  530.4
1,940.4 1,949.6 -

3.890.0

'PRESEN'IL VALUE OF EXPECTED FUTURE BENEFIT PAYMENTS AND RESERVE .

A. To retirants and beneficiaries
B. To vested and terminated members
-C. To present active members

1. Allocated to service rendered prior
to valuation date

2. Allocated to service likely to be
rendered after valuation date

3. Totals

D. Total Present Value of Expected Future
Benelit Payments

General . Safety Total
447.6 7225 1,170.1
42.6 16.0° 58.6
799.0  684.2 1,413.2
721.2 §526.9. 1,248.1
1,450.2 1,211.1  2,661.3
1,940.4 1,848.6  3,890.0
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. &1 Diego City Employees' Retire. J System

Funding Progress Indicators
June 30, 2001

There is no single ali-encompassing indicator which measures a retirement system's funding progress
and current funded status. A traditional measure has been the relationship of valuation assets 10
unfunded actuarial accrued liability -- a measure that is influenced by the choice of actuarial cost

method.

We believe a better understanding of funding progress and status can be achieved using the following

indicators which are independent of the actuarial cost method.

(1) The ratio of assets to the actuarial present value of credited projected benefits allocated in the
proportion accrued service is to projected total service -~ a plan continuation indicator. The ratio is

expected to increase in the absence of benefit improvements or strengthening of actuarial assumptions.

{2} The ratio of the unfunded actuarial present value of credited projected benefits to member payroll
a plan continuation iﬁdicator. In a soundly financed retirement system, the amount of the unfunded
actuarial present value of credited projected benefits will be controlled and prevented from increasing in
the absence of benefit improvemems or strengthening of actuarial ass_umptions. However, in an
inflationary environment, it is seldom practical to imbose this control on dollar aﬁiounts” which are
depr,eciaﬁhg in value. The ratio is a relative index of condition where inflation is pfesem in both items.
The ratio is expected to decrease in the absence of benefit improvements or stfengthéning of actuarial

assumptions.
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4an Diego City Employees® Retire.. gSystem
u

nding Process Indicators - Historic

Valuation  Valuation
Date Assets
6/30/93  §1,137,019
6/30/94* $1,216,063
6/30/95  $1,316,903
6/30/96° $1,480,772
6/30/97  $1,632,361
6/30/98' §1,862,151
6/30/99  $2,033,153
6/30/00 $2,459,815
~ 6/30/00°  $2,459,815
- 6/30/01 $2,525,645

{$ in Thousands}

omparison

Continuation Indicators

AAL
$1,178,311
$1,290,927
$1.421,150
$1,620,373
$1,748,868

$1,979,668
$2,181,547
$2,343,400
$2,528,774
$2,809,538

AAL - Actuarial Accrued Liability .
UAAL - Unfunded Actuarial Accrued Liability

' Reflects revised actuarial and economic assumptions

Ratlo of Valuation Assets to AAL

98.0%

Funded
-Ratio

96.5%
94.2%
92.7%
91.4%
93.3%

93.6%
93.2%

105.0%

97.3%
89.9%

UAAL

$41,292
$74,864

$104,247

$139,602
$116,507

$127,517
$148,394

($116,414)
$68,959

$283,893

Historic Comparison of Funding Value

Ratio to
Payroll

Member
Payroll

12.9%
22.1%
29.7%
38.2%
30.4%

$320,624
$338,440
$350.584
$365,089
$382,715

$399,035 32.0%
$424,516 35.0%
$448,502 (26.0)%
$448,502 15.4%
$481,864 58.9%

93.0% -

88.0% 4

Year Ended Juns 30

2 Reflects Manager's Proposal

3 Reflects Corbett non-contingent benefit increases
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)an Diego City Employees Retm. _J System
Comments & Recommendations

June 30, 2001

COMMENT A: The computed actuarial rate increased from 12.58% to 15.58% due to adverse
actuarial experience in numerous areas. The aggregate actuarial loss was $193.2 million dollars. The
funded ratio decreased from 97. 3% to 89. 9%

COMMENT B: There is a sizable new contingency reserve of $105 million.- We were unsure as to
whet_her this should be counted in valuation assets. It the purpose of this reserve is to pay valued
benefits, then this reserve should be cduhted. if not and the primary focus of this reserve is to pay
potential Corbett, contingent benefits, then this asset should be excluded. At staff request, we have
included this as an asset. However, we want all parties to FULLY understand that we would not view
this money as primarily available for Corbett contingencies smce we do not mclude such contlngency
in our liabilities.

If this asset is not included in valuatlon assets, the funded ratlo would have dropped all the way to
85.6%.

COMMENT C: Half the experience loss can be attributable to investment losses of $25.6 million. To
give some flavor for the precipitous change in investment réturn, the return on the actuarial value of
assets was 21.4% for the year ended June 30, 2000. The rate dropped all the way to 4.1% in 2001,
well below the 8% assumption. The Syﬁtem was well served by the 5-year smoothing of the actuarial
value of assets due to the terrific performance in the previous four years. '

However, there will be larger investment losses on an actuarial basis next year unless the markets
improve over the .n‘ext five months.  Evidence of the brewing financial storm cloud: the City's
actuarial value of assets exceeds the City’s abportioned share of market value {assets are commingled
with Unified Port District) by $225 million dollars. '

The average compensation increase of 7.7% is the highest in the past decade. While this is an
excellent development for employees, an actuarial loss of $37 million dollars is attributable to hlgher

pay increases than expected.

We would have expected that the heavy _reﬂremeht incidence would have muted pay increases more
since older active members often have above average pay levels. There was also a heavy retirement
incidence. There were 386 retirees with an average annual allowance of $40,436. The impact was
so significant that the average new retirant allowance went up by over ‘IO% {rom $35,054 to
$40,436. We estimate that earlier |e1|remem incidence than anticipated created a loss of roughly $9

mm;on dollars. ' : 14
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San Diego City Erhployees' Retirement Systemn
Comments & Recommendations

June 30, 2001

{continued)

COMMENT D: In the upcoming experience study, we will likely be recommending some changes in
retirement assumptiqns’ to reflect earlier retirement incidence to more accurately measure liabilities.
We will definitely make a strong recommendation that all Safety members be assumed to retire after
"30 years of service. We initially made thls recommendatlon three ‘years ago and will be again doing
~ so with even more vigor. )

' COMMENT E: We have NOT included any Corbett contingent liabilities in the valuation. It we had
mcluded the value of such Iuabnlmes, estimated to be in the $70-76 mslhon range, the funded rano )
would drop in the 2-2.5% range '

‘ -We offer a cpmment related to disposition of Surplus Undistributed Earnings. Suppose that your
System earns 0% in the current fiscal year and 16% next year. Our understanding is that a
contribution to Surplus Undistributed Earnings will be made for the 16% year even though there will
be no net gain from investments over the tWo-year periad. If extra benefits afe conferred during the:
“good” years, then the median, “after the fact” investment return to finance all other benefits should

“theoretically be correspondingly .Iower. We will revisit this issue in the expeﬁence 'investigation.

COMMENT F: The popularity of the DROP program continues unabatéd. City membership rose from

" . 412to 547. There are also 2 UPD members in DROP. The DROP reserves soared from $38.2 million

. to 66.4 million. After mid-year 2002, this reserve may level off. The DROP program was instituted in
_ mid-1997 with a five-year maximum DROP period. Thus, the 1997 DROPpers, who have not yet
unDROPped, will be reaching their maximum in 2002. The annual amounts credited to the 170 new
‘City DROP members AVERAGED $48,443, a marked increase from the §37,751 average in the 2000

valuation.

Advocates of the 1996 Manager's Proposal felt that there would be cost savings due to an
anticipated reduction of the average age of the non-DROP active member work force. For funding,
DROPs have been treated as retirants at the date they initiate their DROP period. This has clearly not
come to pass. The average age of actives was 41.3 years as of thé 1996 valuation. In this
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valuation, the average . J‘the non-DROP actives is 42.1 " This is evidence of fow employee
turnover in the past five years, not surprising in view of the high level of offered pension benefits.

San Diego City. Employees’ Retirement System
' Comments & Recommendations

June 30, 2001
Myﬂl '

COMMENf G: Pursuant to the Manager's Proposal, the City has agreed to pay the following rates
{exclusive of pick up): ’

Fiscal Year End ~ City-Paid Rate
2002 - 9.83%
2003 . 10.33%
2004 10.83%
2006 - 11.33%
2006 11.83%
2007 ‘ 12.18%
12008 13.00%

Part of the Manager's 'Proposal stipulates that the full actuarial rate would be paid if the funded ratio
{alls below 82.3%. '

We note that there was no adjustment to this agreement in light of the signiﬁcé_mt 2001 Corbett
benefit increases. ‘

COMMENT H: One of the many complexiﬁes of the Sysfem is that there is a reserve for an Employee
Contribution Rate Increase pursuant to the Manager's Proposal, currently $40.5 million, As §uch, a
“small part of this reserve account should be transferred into the Member Deposit Reserve each yéa_r to
pay for such increase. Our calculations reflect the entire employee contribution amount and are also
reflected inithe member rates included in the back of the report. As such, we add the following
amounts 1o the rates on data provided us, based on our uhdersxanding as to négot-iaxions, pursuant to

the Manager’s Proposal and Corbett:

Manager’s
Pioposai Corbett Total
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General - ' +0.45% +0.16 g +0.61%
[+)

Police +0.51% +0.16 +0.67%
Lifeguar_d +0.55% +0.16% +0.71%
Fire +0.47% +0.16% +0.63%

Legislative -0- +0.16% +0.16% -

‘ 16
San Diego City Employees’ Retirement System

Comments & Recommendations

June 30, 2001 -
{continued)

Also, for both the 2000 and 200i valuations, we have added the July 1, 2001 Corbett increase in
employee rate that will not be funded from this reserve since these amounts are not reflected on the

data tape. These amounts are: .
General +0.49%

Police © +0.53%
Fire . - +0.53%
Lifeguards +1.23% ' |

Legislative +0.49%

COMMENT §: As in recent years, we continue 10 work with Retirement Staff 1o heip resolve certain
“data issues. We understand that staff resources have been diverted to some extent to the long,
" always maddening process of system conversion. We are recommending that we receive service

credit data for service purchases. -Currently, valued liabilities for active members are understated to

the extent that they have purchased service. There also needs to be ongoing refinement to data
received for current vested deferreds, including identification of reciprocal members. One of the
»reas’ons that the vested deferred liability and number: count went up significantly {(from 1,016 to

1,438) relates to data issues. We have also raised the issue of the appropriateness of 2% COLA

_payments on supplemental COLA payments. ' ' : '

COMMENT J: Our understanding is that the City is phasing in, over a four-year period, a reduction in
the discounts applied to offsets for anticipated saved refunds. Over the four years, the discount will
be reduced from 22% to 5% for General members and 7% to 1% for Safety me’mbers. '

COMMENT K: The Leglslauve contribution rates have soared from 39. 10% to 64.09% in the past
two valuauons Th:s is attributable 10 a benefit increase and a doubhng of the retiree group.

COMMENT L: We have been requested to complete an Emry Age Normal valuation annually. In the
Manager’s Proposal, it was conternplated that City rate increzses would eventually -be enough 10
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support an  Entry Age,‘. This prospect seems fnore‘.\le in view of subsequent benefit
_increases. This year’s Entry Age rate is 17.75%. '

COMMENT M: Overall, the financial condition of the retirement system continues to be in sound
condition in accordance with actuarial principles of level-cost financing. However, we want all parties
to be acutely aware that the current practice of paying less than the computed rate of contribution of
pickup will help foster an environment of additional declines in the funding ratios in absence of
healthy investment returns.'

17

SUMMARY OF BENEFIT PROVISIONS
AND

VALUATION DATA SUBMITTED BY RETIREMENT SYSTEM
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an Diego City Employees’ Retir,_ dSystem
Brief Summary of Benefit Provisions Evaluated
' June 30, 2001

Section references refer to Article 4 of the Municipal Code, unless otherwise noted

1.

Membership Requirements

Salaried Employees - immediate eligibility upon employment (compulsory). (§24.0105).

Monthlv Salary Base for Benefits

Highest one-year average. (§24.0103), subject 10 a 10% increase, if the General or Safety
Member elects such increase in lieu of an increased benefit formula.. (Such change is effective as
of July 1, 2000 and is being valued in the 2000 valuation). For Legislative Members, there shall
be an increase of 10% in this average, effective as of July 1, 2000.

Service Requirement

A,

Note:

Note:

Eligibiity .

1} General Members - Age 62 with 10 years of service, or age 55 with 20 years of
service. (§141 of City Charter)

2)  Safety Members - Age 55 with 10 years of serv:ce or age 50 with 20 years of
service. (8141 of City Chaner)

3) Legislative Members - Age 55 with 4 years of service. Reduced retirement with 8

years of service regardless of age. {§24.0545)

Benéfit Formula Per Year of Service

1)

2)

)

2)

General and Safety Members
Member chaice of formula in place of June 30, 2000 or “Corbett” formula effective
as of July 1, 2000. (§24.0402). See Appendix 8.

Legislative Members - 3.5% {§24.0546). A 2% annual reduction factor applies to

benefits for Legislative members retiring prior to age 55.

Maximum Benefit

Safety Members,
90% of Final Average Compensation (subject to 10% increase).

. General and Legislative Members - None

Unmodified Form of Payment - Monthly payments continued for the life of the member,

with 50% continuance 1o the eligible spouse upon member's death. {§24.0521) -

City employees withdrew from Social Security Janaary 1, 1982 (824.0104). We
are assuming that all future beneflts for active members will be determined on a
non-integrated basis. '

Effective July 1, 1991, credited service earned under the 1981 Pension System will
be considered equivalent to CERS service for the purpose of benefit calculaticn fi.e.,
the above formulas will apply to 1981 Pension System service}.

{Continued on Next Page} COSD 01018 18 |



. Jan Diego City Employees’ Reti?éQ..‘System
Brief Summ_a_ry. of Benefit Provisions Evaluated
June 30, 2001

{Continued)

4. Non-industrial Disability -
A. Eligibility - Ten years of service. {§24.0501)

B. Benefit Formula Per Year of Service _ .
B P General}Member's - Greater of 1.5% per year of service, one-third of final
’ compensation {subject to 10% compensation increase}, or the earned service
retirement benefit. {§24.0502, §34.0505.1) .
2) Safety Members - Greater of 1.8% per year of service, one-third of final
compensation (subject to 10% compensation increase), or the earned service
reﬁreme_m benefit. (§24.0502, §24.0503.1)

5. Industrial Disability o
A. Eligibility - No age or service requirement. (§24.0501)

B. Benefit ' oo

1) General Members - Greater of one-half of final compensation {subject to 10%
compensation increase), or the earned service retirement benefit. (§24.0502,
§24.0504.1) |

2) Safety Members - Greater of one-half of final compensation (subject to 10%
compensation increase), or the earned service retirement benefit. (§24.0502,
§24.0503) ‘ _ : . ’

3) Legislative members - Earned service retirement benefit (§24.0547)

6. Non-industrial Death Before Eliqiblé to Retire :
Refund of employee contributions with interest plus one month's salary for each completed

year of service to a maximum of six month’s sa_lary. (5§24.0703}

7. Non-industrial Death After Eligible to Retire for Service .
50% of earned benefit payable to surviving eligible spouse. (§24.0704.2)

{Continued-on Next Page}
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Jan Diego City Employees® Retir. JSystem
Brief Summary of Benefit Provisions Evaluated
' June 30, 2001

{Continued)

- 8. Industrial Death - 50% of the f'nal average compensanon precedxng death payable to ehglble
spouse. {524. 0710 2, §24.0706)

9. Death After Retirement
50% of member's unmodified allowance continued to éligible spouse. {§24.0521)

$2,000 payable in lump sum to the beneficiary or the estate of the retiree.

10. Withdrawal Benefits (£24.0206, §24.0306) , _
A. Pre-12/8/76 Hires - If contributions left on deposit, entitled to earned benefits, commencing '

. anytime after eligible to retire.
B. Post-12/7/76 Hires

1} Less than ten vears of service - Refund of accumulated employee contributions with

-interest, or may keep deposits in the System and earn additional interest.

2) Ten or more years of service - If contributions left on deposit, entitled to earned

benefits, commencing anytime after eligible to retire,

11. Post-retirement Cost-of-Living Benefits

A. General Members and Safety - Based on changes in Consumer Price Index, to a

maximum of 2% per year. (§24.0531)

12. Computed Contribution Rate ‘ )
Determined by the Projected Unit Credit Funding Method with a 30-year amortization
{§24.0801} of Unfunded Actuaria! Accrued Liability beginning on July 1, 1991. -

{Concluded on Nex1 Page) 20
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'-Jan Diego City Employees’ Retiret. gfSystem
Brief Summary of Benefit Provisions Evaluated
June 30, 2001 |

(Concluded)

13. Member Contributions - Vary by age at time of entrance into the system. (§24.0201, §24.0301).
While a significant portion of these contributions are “picked up';, such pickups are not

directly. reflected in either the employee contributions or related refund calculations.

14. Internal Revenue Code Compliance _
Benéﬁts provided by the Plan are subject to the limi;ations set forth in Section 415 in
accordance with the "grandfather” election in Section 415(b){10) of the Internal Revenie

Code.

NOTE: The summary of major plan provisions is designed to outline principal' plan benefits. If the
City should find the plan summary not in accordance with the actual provisions, the City
should alert the actuary IMMEDIATELY so all parties can be sure the proper provisions are

valued.
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‘a'n Diego City Employees’ Retireiafl System
Summary of Reported Asset Information

Submitted for the June 30, 2001 Valuation

Market Value of .

Reported Assets Reserves

Cash/Short-term ~$234,194,670 ©  Member Deposit Reserve $316,365,007

Domestic Stocks 1,093,158,064 DROP Reserve : 66,373,564

International Stocks 353,605,176 Employer Reserve ) 439,122,663

Bonds ' 803,756,585  Retired Members Reserve 1,139,754,674

- Mortgages 1,617,777 General Reserve 109,160,143
" Real Estate 267,515,151  Undistributed Reserve - 106,795,160

Receivables 41,695,256 Encumbrance Reserve ' 2,689,362

Miscellaneous 11,903,939 Supplemental Benefit Reserve ‘ 3,713,427
Receivables Reserve : 3,386,133

Total Market Value - $2,807,446,618 Fixed Assets Reserve - © . 264,578
Retiree Health Insurance Reserve 12,771,253
401¢{h] Reserve , 13,984,279
Supplemental COLA Reserve 31,530,240
City Changes Reserve . 82,498,325
UPD Changes Reserve 4,272,283 .. -
Employee Cont. Rate Inc. 40,490,052 -
NPO Reserve 30,983,989
Corbett Contingency Reserve 105,848,108
Payables 205,633,450
Total Reserves $2,715,636,690
Unrealized Appreciation 91,809,928

Total Market Value $2,807,446,618

{Continued on Next Pagel
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’ “an Diego City _Employees‘ Retire‘nr‘ System
Summary of Reported Asset information
Submitted for the June 30, 2001 Valuation

{Continued)

Revenues and Disbursements in Fund Balances

Total Reserves - Beginning of year

Revenues
Employees’ contributions
Employees® DROP contributions
Employer contributions
Employer DROP contributions
Oftfset contributions
DROP Monthly Pension Allowances
DROP Supplemental Benefit
Income - Investment
income - Other
To Liability Reserve _
Total Revenues to Liability Reserve

- Disbursements
Monthly Retirement Allowances
Monthly Retirement Allowances - DROP
Monthly Ret. Allowances - Supp. COLA

" Health Insurance Payments

Supplemental Benefit Payments
Corbett Benefit Payments
DROP Payments to Members
DROP Payments to Beneficiaries
Death Benefits
'Refunds of Member contributions
Administrative Expenses
Depreciation Expense

Total Disbursements

Total Reserves - End of Year
- Net Unrealized Appreciation

Total Market Value

$2,729,171,102

$35,413,089 .
947,881
44,598,473
954,894
25,566,207 -
24,183,501
2,217,733
164,114,160
371,123
{140,884,461)

$§157,482.600

$85,627,070
24,182,501
4,161,525
7,207,618
3,540,643
23,630,603
4,274,688
49,662
524,990
1,462,746
16,326,250
28,706

. $171,017,012

$2,715,636,690

91,809,928

$2,807,446,618

Valuation assets are developed on the following page.
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~7‘an Diego City Employees’ Retire‘x.-.JSystem
' Development of Actuarial Value of Assets
Year Ending June 30, 2001

The actuarial valuation of the System as of June 30, 2001 was based on the unaudited Statement of

Assets and Liabilities and additional reconciliations provided by the Retirement Office.

The total book value of applicable éSSEtS for the valuation of the System as of June 30, 2001 was

determined as follows:

1) Total book value of assets _ ' _ | $2,715,636,690

2) Less reserves and liabilities excluded from valuat»on »
a. Liabilities {other than PPE Conversion anbmty) 205,366,282
b. Reserve for supplemental payments o 3,713,427
c. Reserve for Retiree Health Insurance . 12,771,253 -
'd. Reserve for Post Retirement Health Care 13,984,279
e. Reserve for DROP contributions , 66,373,564
f. Reserve for Employee Contribution Rate Increase 40,490,052
g. Reserve for Supplemental COLA - 31,530,240
h. Total Excludables: Sum of a. through g. 374,229,097

Net applicable assets as of June 30, 2000: 1)-2}h. $2,341,407,593 -

“The net applicable assets (bbok value) along with the corresponding market value was used to

determine an actuarial value of assets, as shown on the following page.
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' ‘an Diego City Employees’ Retire...f System
Development of Actuarial Value of Assets

1. Market Value as a pércentage
of book value of assets:

a. June 30, 2001
b. June 30, 2000
¢. June 30, 1999
d. June 30, 1998 -
e. June 30, 1997

2. Average percentage for most
recent 5-year period

3. Current net book value of assets -

4. Preliminary actuarial value
of assets: (2} * (3)

5. Actuarial value of assets: item

4, : ‘
adjusted to be within 20% of
market value

Year Ending June 30, 2001

{Concluded)
{a) _ {b) ,
Net Market Value  Net Book Value - {a) / (b}
$2,433,217,521 $2,341,407,593 i 103.92%
2,514,858,618 2,245,019,575 ) 112.02%
2,196,756,520  1,868,267,506 117.58%
2,069,293,140 1,744,483,835 118.62%
1,843,396,647

1,558,233,474 118.22%

114.07%

$2,341,407,593

2,670,822,806

2,670,922,806

Valuation assets, for purposes of cost development, were allocated among groups in accordance with
their relative proportions of applicable reserves reported at book value.

Member Group

General

Legislative

Safety

Unified Port District
" Total -

Book Value
of Reserves

$862,499,180
1,871,593

997,261,612

107,083,083

Valuation
Assets Used

$1,170,137,975
2,539,158
1,352,967,875
145,277,798

$1,968,715,468 .

$2,670,922.806
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: Jan Diego City Employees’ Retire'r..d System
Retirants and Beneficiaries June 30, 2001
General Members- .

Allowances Being Paid as of July 1, 2001

. Annual
Type of Allowance Annual No. Allowances
Service Retirement
Life Annuity Only - . 461 $8,505,341
Cash Refund Annuity 74 : 1,198,150
Joint & 100% Survivor 91 2,641,338
Joint & 50% Survivor ’
Automatic 1,298 24,744,518
Elected 6 127,798
Option 4' . ' 2 88,291
Social Security Option 22 363,519
Total Service Retirement 1,954 © $37,668,956
‘Disability Retirement . :
Life Annuity-Only. 151 1,624,277
Cash Refund Annuity 4 - 40,172
" Joint & 100% Survivor ’
. Automatic 0 N 0
Elected o 12 169,163
Joint & 50% Survivor
Automatic ' 265 3,078,214
Elected 1 8,579
Option 4' 2 - 28,937
‘Social Security Option 1 3,647
Total Disability Retirement 436 $4,942,989
" Death Before Retirement 8 83,260
Death After Retirement
Service Retirement ' ‘ 426 2,439,206
Disability Retirement 113 643,537
Total Death After Retirement 539 $3,082,743
Total Allowances Being Paid ’ 2,937 $45,777,848 -

" §24.0607 of the San Diego Municipal Code allows, upon approval of the Board, other
beneﬁtls ‘that are the actuarial equivalent of the retirement allowance. ‘
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‘an Diego Ci}y Employees’ Retirerv System
Retirants and Beneficiaries June 30, 2001
Safety Members ,
"Allowances Being Paid as of July 1, 2001

Annual
Type of Allowance - Annual No. . Allowances
Service Retirement . '
Life Annuity Only 131 $4,956,650
Cash Refund Annuity 25 © 1,069,467
Joint & 100% Survivor . 82 4,071,228
Joint & 50% Survivor ) ‘ .
Automatic 740 33,375,939
Elected . 4 . 247,456
Option 4' 9 380,148
Social Security Option 0 o
Total Service Retirement 991 $44,100,888
Disability Retirement .
Life Annuity Only’ . 158 » 3,183,595
Cash Refund Annuity 4 155,925
Joint & 100% Survivor
" Automatic 37 . 267,872
Elected . - 20 766,860
Joint & 50% Survivor :
Automatic » 579 . 15,275,482
Elected . 1 o 32,508
Option 4' .3 " 111,809
Social Security Option 0 0
Total Disability Retirement 802 $19,794,051
Death Before Retirement 32 . 460,281
Death After Retirement
Service Retirement 148 1,523,073 .
‘Disability Retirement 102 " 1,030,224
Total Death After Retirement 250 $2,5663,297
- Total Allowances Being Paid 2,075 $66.908,517

' £24.0607 of the San Diego Municipal Code allows, upon approval of the Board, other
benelits that are 1he actuarial equivalent of the retirement allowance.
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Valuation
Date

6/30/94 °
6/30/95
6/30/96
6/30/97

© 6/30/98 *

6/30/99 ?
6/30/00
6/30/00
6/30/01

\.‘.Jan Diego City Employees® Hetireme.‘x’em .

No.

3,920
3,966

4,052

4,123

4,419

. 4,657

4,789
4,789
5,012

Retirants and Beneficiaries - Comparative Statement

Annual -Average Percent Present Value Percent
Allowances Allowance Increase of Allowances Increase
$51,503,636 $13,139 3.4% $565,913,075 - 5.2%
$54,404,975 313,718 4.4% $605,776.749 7.0%
$58,224,674 $14,369 4.7% $647,228.431 6.8%
$62,672,105 $15,201 5.8% $699,534,837 8.1%
$76,507,181 $17.313  13.9%  $885,585,652 26.6%
587,823,43‘7 $18,858 8.9% $1,026,394,505 15.9%
$95,348,751 $19.910 5.6% $1,114,872,745 B8.6%
$95,348,751 -$19,910 5.6% $1,170,074,966 * 14.0%
$112.686,465 $22,483 12.9% $1,337,799,454 14.3%

* Reflects revised actuarial assumptions

? Reflects increased activity due 1o DROP program . .
3 Reflects non-contingent Corbett benefit increase and estimated value of retroactive payments and increased

DROP payments

115

105

EERE:

45

35

97

Year Ended June 30

—o— No. of Retirees (in hundreds) g Annual Allowance ($ in millions)
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Jan Diego City Employees® R'etiremethem
Retirants and Beneficiaries June 30, 2001
Tabulated by Attained Ages and Year of Retirement

General Members

Age Groups
0-49 50-59  60-64 6569 70-74 1579 8089 90+ Totals
Before - _
1982 0 24 21 26 38 112 457 94 772
1982 0 3 1 2 6 27 42 o 81
1983 1 2 2 1 8 26 48 1 89
1984 2 4 2 3 7 34 47 0 99
1985 2 3 s} 8 17 41 25 0 96
1986 1 3 1 5 18 30 © 23 o 81
1987 1 3 2 3 32 25 24 0 90
1988 1 3 4 10 - 27 40 8 o 93
1989 2 2 2 16 30 46 5 o - 103
1990 . 0 6 3 14 39 32 6 o 100
1991 5 2 3 22 48 13 0 o . 93
1992 a4 4 3 22 26 19 4 o 82
1993 9 6 14 41 56 24 2 1 153
1994 9 10 14, 9 19 3 1 0 65
1995 13, 7 12 32 23 1 2 0 90
1996 9 10 21 24 13 3 1 0 81
1997 11 16 32 29 15 1 1 0 108
1998 13 27 47 34 7 2 0 o 130
1999 1 49 53 36 7 3 1 0 160
2000 14 69 44 .24 6 1 o 0 158
2001 11 97 72 30 5 1 0 0 216 -
TOTALS 119 350 353 391 447 484 697 96 2,937

While not used in the financial computations, the following group averages are computed and shown
becauseé of their general interest. ’

Age at Retirement:
Attained Age:
Annual Pension:

58.1
70.8
' $15,580

COSD 01030



. ‘an Diego City Employees’ Retireme.Jstem
Retirants and Beneficiaries June 30, 2001
Tabulated by Attained Ages and Year of Retirement

Safety Members

340

36 .

Age Groups ]
0-49 50-59 60-64 65-69 70-74 75-79 80-89 90 + Totals
Before _
1982 9 107 50 46 86 120 220 44 682
1982 1 4 7 1 11 5 1 0 30
1983 2 8 1 9 15 ! 2 o 45
1984 0 4 3 10 15 3 1 0
1985 4 8 6 4 12 1 o} (0] 35
1986 2 7 8 10 14 2 ) o 43
1987 3 7 2 10 -7 5 s} 0 34
1988 3 4 11 11 3 1 0 0 33
1989 4 14 19 15 3 1 1 o 57
1990 . 9 1 14, 15 1 o 0 0 50
1991 11 - 8 ) 20 2 0 0 o 51
1992 9 1 15 8 -0 0 0 o) 43
1993 14 .25 70 43. 2 1 o o] 155
1994 17 14 8 1 o] 0 o] o 40
1995 - 13 19 12 1 o} o 0 0 45
1996 - 16 23 9 5 0 .0 0 o] 53
1997 16 45 42 3 2 -0 0 o 108
1998 11 68 14 0 0 0 0 0 93
1999 23 115 21 ] 0 o] 0 o 161
2000 13 129 11 o o 0 0 1 154
2001 13 105 8 0 0 o] 0 1 127
TOTALS 193 737 214 173 147 225 46 2,075

While not used in the financial computations, the following group averages are computed and shown
because of their general interest.

Age at Retirement:
Attained Age:
Annual Pension:

48.9
62.8
$32,231
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J}iego City Employees® Retirement S,Jx
Retirants and Beneficiaries June 30, 2001
Tabulated by Attained Ages and Year of Retirement

Total Members

Age Groups :
D-49 50-59 60-64 65-69 20-74 75-79 80-89 S0+ Totals

Before
1982 9 131 71 72 124 232 677 138 1,454
1982 1 7 8 3 17 32 43 0 1M
1983 3 10 3 10 23 .34 50 1 134
1984 2 8 5 13 22 37 48 0 135
1985 6 1 6 12 29 42 25 0 131
1986 3 10 9 15 32 32 23 o 124
1987 4 10 4 13 39 30 24 o] 124
1988 4 7 15 21 30 41 8 (1] . 126
1989 6 16 21 . 31 33 47 6 0 160
1990 9 17 17 29 40 32 6 o) 150
1991 16 11 12 42 50 13 0 o] 144
S 1992 13 15 18 30 26 18 4 0 125
1993 23 . 31 84 84 58 25 2 1 308
1994 26 - 24 22 10 19 3 1 0 105
1995 26 26 24 33 23 1 2 0 1385
1996 25 33 30 - 29 13 3 1 o 134
1997 27 - 61 74 32 17 1 1 0 213
1998 24 a5 61 34 7 2 0 0 223
1999 34 164 74 38 7 3 1 0 321
2000 27 198 55 24 6 1 0 1 312
2001 24 202 80 30 5 1 0 1 343
TOTALS 312 1,087 693 605 620 631 922 142 5,012

While not used in the financial computations, the following group averages are computed and shown
because of their general interest. :

Age at Retirernent: 54.2
Attained Age: - 675
Annual Pension: $22,474
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TOT NN,
TOT AMT
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San Diego City Employ Retiremant System
Active Members wune 30, 2001
By Attained Ages and Years of Service

GENERAL MEMBERS
Years of Accrued Service

0.1
1

13,198
13,198

77
2,115,390
27,473

131
1,132,054
31,542

132
4,779,969
3R,212

112
3,872,539

34,576 .

96
3,288,120
14,251

76
2.673,457
A5,177

45
1,689,211
34,649

19
643,032
33.844

3
252,616
' 84,205

0
Q
o]

692 -

23,329,586
33,713

1-2 2:3

0 0

0 0
0 0

25 .13
774,394 358,981
30,976 27,691
a7 70
2,998,069 2,764,324
34,461 38,450
113 10?7

- 4,276,203 4,248,034
37,843 39,701

107 57
3,958,381 2,322,299
36,994 40,742

71 53
2,808,068 2,044,230
39,560 38,870
55 48
2,130,202 2,109,101
38,731 43,940
40 27

1,678,868 1,071,826
39,472 39,697

23 14
1,068,949 574,419
46,476 41,030

5 6
152,246 166,598

v 30,449 27,766

2 3
81,640 121,566
40,820 40,522

528 . 388
19,827,020 15,782,378
37,551 39,854

© o0

5
136,644
. 27,329

- s7
2,338,025
40,983

64
2,747,558
42,331

61
2,662,828
43,6563

64
2,560,881
40,014

30
1,133,698
37,790

20

783,051
39,153

13
599,980
46,152

5

195,414

39,083

2
63,242
21,621

321
13,219,323
41,182

ooo

1
25,085
25,085

18
748,228
39,433

63
2,708,563
42,993
53
2,430,956
46,867

45
1,876,667
41,681

34
1,502,238
44,183

20
806,661
40,333

o
510,058
46,369

5
156,958
31,192

0
[+}
0

251
10,764,406
‘42,886

-9

(=3 = =]

1
35,776
35,776

56
2,054,404
36,686

- 282
10,929,071
41,714

343
15,211,577
44,349

291
12,651,660
43,476

245
10,791,292
44,046

157
6,820,001
43,885

87
4,002,269
46,003

28
1,115,083
39,823

20
771,258
38,863

1,480
64,452,349
43,257

10-14

00O o000

1
51,147
51,147

101
4,026,092
39,862

415
19,724,285
47,628

497
24,150,447
48,592

‘ 3so
18,280,741
46,874

284
13,220,550
46,551

155
7,396,840
47,722

66
2,840,619
43,040

13
562,603
43,277

1,922
90,253,322
46,958

15:19

OO0 QOO OO ©0o0Oo

' 73
3,193,093
43,741

208
9,715,925
45,711

238
11,790,172
49,539

179
8,950,594
50,003

63
3,285,905
'52,157

32
1,469,866
45,933

8
231,202
28,9300

801
38,636,757
48,236

20-24

000 000 OO0 O0CQC

3
131,186
43,729

48
2,342,984
48,812

138
7,359,783
52,948

152
7,789,086
51,244

44
2,310,984
52,622

16
786,892
48,181

. )

69,285

34,642

404
20,790,199
51,461

25-29

1
49,217
49,217

67
3,433,034
51,239

136
7,772,904
57,154

54
3,435,763
63,625

8
448,255
66,032

4
167,752
41,938

270
15,306,924
56,692

OO0 ©O90OO QOO OO0 OO

30-34  35&Up
0 0

) 0

0 0

0 0

0 0

0 0

0 o

o 0

0 0

0 0

0 0

0 0

0 o

o 0

) 0

0 0

0 0

0 0

3 0
167,149 o
55,716 0
48 o
2,375,601 0
49,492 0
a7 5

2,148,800 270,126
§8,076 54,025

6 2
385,072 89,149
64,179 44,574

2 3
79,186 185,006
39,593 61,669

96 10

Totals
1
13,198
13,198

122
3,447,271
28,256

a2
16,085,251
35,832

842
33,715,481
40,042

1,224
53,507,143
43,718

1,374
61,487,189
44,751

1,325
61,370,867
46,318

1,108
52,798,354
47,652

525
26,247,124
49,995

182
8,057,736
44,273

59
2,332,739
39,538

7,183

5,155,808 544,280 318,062,353

53,706 54,428

44,280
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San Diego City Emp!

Active Memb.

8’ Retirement System

- sune 30, 2001

By Attained Ages and Years of Service

TOTAL MEMBERS [Excludes DROP

Years ol Accrued Service

01 12 2:3 )
1 0 0
13,198 0 0
13,198 0 0
100 35 16

2,935,749 1,188,107 - 516,911
29,357 33,374 32,307

184 142 106 -

6,059,501 . 6,291,003 4,692,646
32,932 37,261 43,327

189 154 ‘152
6,163,853 6,009,079 6,478,408
36,473 39,020 42,621

126 117 75
4,392,308 4,379,818 3,263,691
34,860 37,434 43,616

103 82 69
3,663,776 3,242,742 2,354,783
34,503 39,546 38,912

82 57 49
2,004,017 2,216,817 2,164,512
35,415 38,892 44,174

47 . 40 27

1,619,211 1,578,868 1,071,828

34,451 39,472 39,697

18 23 “14
$43,032 1,058,949 574,419
33,844 46,476 - 41,030

3 5 6
252,616 152,246 166,598
84,205 30,449 27,768

0 - 2 . 3
0" 81,640 121,566
0 40,820 40,822

834 657 507

a 000

188,200
31,367

78 .

3,481,574
44,638

1186
5,621,724
48,885

88

4,202,168
47,752

73
3,071,582

42,076
36

1,470,914

40,859

22
901,969
40,999

: 13
699,880
48,152

5
195,414
39,083

2
63,242
31,621

438

28,637,261 25,189,269 21,305,359 19,798,768

34,217 38,340 42,022

45,198

&
n

o]
0
0

1
25,085
-25,085

41

2,002,026

48,830
108
5,354,424
49,578

80
3,945,766
49,322

51
2,220,146
43,532

37
1,672,520
45,203

20
806,661
40,333

1

510,058

46,369

5
155,958
31,192
o

0

0

354
16,692,643
47,164

5.9

o oo

1
35,776
35,776

75
3,175,896
42,345

437
21,417,531
49,010

474
23,061,133
48,652

. 346
16,975,217

46,171

264
11,914,200
46,130

160
7,069,857
44,187

. 89
4,123,397
46,330
29
1,175,235
40,526

20
771,258
38,663

1,895
88,719,501
46,818

10-14

00O o0o

1
61,147
51,147

158
7,550,171
, 47,786

778
41,967,538
54,152

714
37,653,655
52,738

448
21,820,063
48,705

303
14,386,631
47,481

161
7,760,622
48,203

67
2,902,028
43,214

X 13
662,603
43,277

2,640
134,654,448
51,008

15-19

QOO0 OO0 OO0 00O

148
8,035,518
54,294

430
24,398,681
56,741

378
20,835,226
65,120

224
11,983,948

53,500

75
4,054,477
54,060

33
1,528,987
46,333

. 8
231,202
28,900

1,296
71,068,037
54,836

20-24

A OCOO OCOCO ©OOOC OO0OO

195,004
48,761

125
7,701,388
61,611

353
22,073,696
62,632

225
12,822,635
56,989

59
3,316,676
56,216

16
786,892
49,181

3
99,285
33,095

78%
46,995,576
69,867

000 oo0o

OO0 OO0 oo

1
49,217
49,217

90
6,071,648
56,351

206
12,820,885
62,237

B 1)
4,214,891
64,844

8
448,255
56,032

4
167,752
41,938

374
22,772,547
60.889

[= =) Qo

4
241,247
60,312

52
2,656,819
51,093

38
2,225,307
58,561

6
365,072
64,179

2
79,186
39,683

102
-5,687,631
54,781

000 OO OO0 ooco

00 000 OO 000 OO0 GCOoOo

5
270,125
54,025

2
89,149
44,574

3

185,006
61,669

10
544,280
54,428

coo coo ®

Totals
1
13,198 .
13,198

159
4,869,828
30,628

62
24,663,79
39,320

1,203
58,595,189
46,317

1.887
93,442,944
49,519

1,984
100,221,186
50,515

1,798
92,384,750

S.umuﬁ.
1,326

67,719,307
" 81,070

572
29,361,935
51,332
185
8,238,450
44,532

60
2,362,719
39,379

9,892
41,863,118
8,712

COSD 01035



.‘1 Diego City Employees® RetiremMstem
Summary of Active Members

GENERAL MEMBERS

General

6/30/01
6/30/00
Percent Increase

Legislative
6/30/01
6/30/00
Percent Increase
'Totalv -
6/30/01

6/30/00 -
Percent Increase

in the June 30, 2001 Actuarial Valuation

7,175
7,148

. 0.4%

0.0%

7,183
7,156

0.4% -

Annual
Salary

$317,556,435
289,281,380
9.8%

505,918
466,338
8.5%

$318,062,353
289,747,718
9.8%

Averages
Annual
Salary

$44,259
40,470

9.4%

63,240
58,292
8.5%

$44,280
40,490
9.4%

Age Service
43.0 10.1
43.0 10.0
453 5.3
55.6 7.3
43.0° 10.1
431 10.0

COSD 01036



San Diego City Employees' Retirem

J,

Summary of Active Members

in the June 30, 2001 Actuarial Valuation

SAFETY MEMBERS

Police

6/30/01
6/30/00
Percent Increase

‘Fire
6/30/01
6/30/00

Percent Increase

Lifeguard

. 6/30/01

6/30/00
Percent Increase

. Total

6/30/01
6/30/00
Percent increase

G.rand Total

" 6/30/01
6/30/00
Percent 'lncrease

1,882

1,930
-2.5%

747
749
-0.3%

80
78
2.6%

- 2,709
2,757
-1.7%

9,892

9,913

-0.2%

{continued}

Annual
Salary

$114,353,080
112,527,472
1.6%

45,265,809
42,437,444
6.7%

4,182,077
3,789,193
10.4%

163,800,966
158,754,109

3.2%

$481,863,318

- 448,501,827

7.4%

Averages
Annual

Salary

$60,761
58,304
4.2%

60,597

56,659

 6.9%

52,276
48,579

7.6%

60,465
57,582
5.0%

$48,712
45,244
7.7%

ent System

38.1
39.1

413
421

36.7

37.0

39.6
39.8

42.1

42.2

Service

12.0
11.8

13.6

14.2

7.9
8.1

12.3
12.3

10.7

10.7

COSD 01037



General Members
6/30/01

6/30/00
Percent lnqrease

Séfe'ty Members
6/30/01

6/30/00
Percent Increase

Grand Total
6/30/01

6/30/00
Percent Increase

' 947 General and 101 Safety Inactives have less than 10 years of service. These members’
liabilities are valued as the balance of their empioyee contributions with interest.

& 'n Diego City Employees’ Hetiren'i\Jystem
Summary of Inactive Members
in the June 30, 2001 Actuarial Valuation'

inactive

Members

1,271
833
42.3%

167 ' -
123
35.8%

1,438
1,016
41.5%

Member
Contribution
Balance

$18,443,339

14,745,635
25.1%

5,058,289

3,875,192
30.5%

$23,501,628
18,620,827
26.2%

Averages '
Contribution
Balance

$14,511

16,5612
-12.1%

30,289
31,506

-3.8%

$16,343
18,328
-10.8%

Age

43.2 .

44.2

40.8
45.2

42.9
44.3

COSD 01038

Age at

Service Termination

6.6

7.4 .

8.0
- 8.6

6.8
- 1.5

38.6
39.6

'35.5

39.2

38.2
39.6
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ACTUARIAL COST METHODS, ACTUARIAL ASSUMPTI'ONS
AND

DEFINITIONS OF TECHNICAL TERMS

COSD 01041



__3an Diego City Employees® Retirt ¢ System
Actuarial Cost Methods - June 30, 2001

Normal cost_and the allocation of benefit values between service rendered before and after the

valuation date were determined using the Projected Unit Credit actuarial cost method.

Financing_of Unfunded Actuarial Accrued Liasbility. The balance of untunded actuarial accrued-

liabilities was amortized by level (principal & interest combined) percent of payroll contributions over

the 30-year period beginning July 1, 1991 (20 years remaining).
Active member payro" in aggregate was assumed to increase 4.25% a year for.the purpose of
determining the level percent contributions, although individual annual compensation increase rates

will increase by at least 4.75% per year for the purpose of projecting individha! benefits.

Deferred Member Actuarial Accrued Liability. Typically, data prdvided includes date of hire, date of

birth, date of termination, and last pay. Based on the data reported, service credit, highest average
© salary, and deferred retirement age were estimated. The estimates were used to compute the
retirement benefit, upon which the liabilities are based. Far those members ‘without sufficient data,

accumnulated member contribution balances, with interest, were used as the actuarial accrued liability.

COSD 01042
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|San Diego City Employees® Retir - System

ActUElal Assumptions Used for the June 30, 2001 Valuation

The contribution requirements and benefit values of the Fund are calculated by applying actuarial
assumptions to the benefit provisions and member information furnished, using the actuarial cost

methods described on the previous page.

The principal areas of financial risk which require assumptions about future experiences are:

) long-term rates of investment return to be generated
by the assets of the Fund. '

(n) patterns of pay increases to members.
(i) - rates of monélity among members, retirants, and beneficiaries.
{iv) " rates of withdrawal of active members {without

. entitlement to a retirement benefit).
(v) rates of disability among members.
{vi} the age patterns of actual retirements.

In making a valuation, the monetary effect of each assumption is calculated for as long as a present

coveréd person survives - a period of time which can be as long as a century.

"~ -~ ~ -~ -~ o~

. Actual experience of the system will not coincide exactly with assumed experience, regardless of the
choice of the assumptions, the skill of the actuary and the precision of the manylcalculations made.
Each valuation provides a complete recalculation -of assumed future experiénce and takes into account
all past differences between assumed and actual experience. The result is a continual series of
adjustments to the computed contribution rate. From time to time it becomes appropriate to modify
one or more of the assumptions, to reflect experience trends _(but not random vyear-to-year

fluctuations).

COSD 01043

{Continued on Next Page)
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g >an Diego City Employees* Retire ' System
Actu®al Assumptions Used for the Junew.?.om Valuation

The investment return rate used for the actuarial valuation calculations was 8.0% a year, net of
administrative expenses, compounded annually. This assumption is used to equate the value of
payments due at different points in time. The rate is comprised of two elements:

Infation ’ 4.25%
Real Rate of Return - _3.75%
Total . _ 8.00%

Administrative expenses have averaged 0.2% over the last three valuations. Since the 8.0%
assumed rate of return is currently net of administrative expenses, the comparable gross rate would
‘be 8.2%. Curréntly, no administrative expenses are explicitly recognized in the valuation.

The Inflation rate used for the. actuarial valuation calculations was 4.25% per year compounded 7
"annually. It represents the difference between the investment return rate and the assumed real rate

of return.

Inflation actually experienced, as measured by the Consumer Price Index for urban wage earners, has
been as follows: :
Consumer Price Index
Urban Wage Earner and Clerical Workers Before 1978
All Urban Consumers After 1977
10 Year Moving Averages -

June 30, 1961 1.4%
June 30, 1971 3.1
June 30, 1981 8.4

© June 30, 1991 4.1
June 30, 2001 2.7

-50-Year Avérage 3.9%

Interest credited to member contributions is 8.0%, compounded annually.

Salary increase rates used to project current pays to those upon which a benefit- will be based are
represented by the following table. Rates do not vary by age, but do reflect an added merit
component, starting with the 1998 valuation, for those with 0-4 years of service at the valuation
date. :

Inflation . ‘ - 4.25%

. . q
Merit and Longevny' _0.50% COSD 01044
Total 4.75% ‘



. gan Diego City Employees' Retirer. system

~Actuallal Assumptions Used for the June 3 2001 Valuation

{Continued)

The additional merit component is:

Years of
Service at
Valuation , .
Date ' : General Safety
0 - 4.5% ’ 6.5%
1 3.5%. 5.5%
2 2.5% 4.5%
3 1.5% 3.0%
4 0.5% . 1.5%

The assumed, annual cost-of-living adjustment is generally 2% per annum, compounded. There is a

closed group of 158 special safety officers whom we assume an annual adjustment equal to inflation
(4.25% per year). ' '

COSD 01045



L Diego City Employees’ Retirerr . ystem
Acth\" ssumptions Used for the June 3\:&01 Valuation

Salary Increase Analysis

10.0%

8.0% |
oo |
a0% |
20% | e

0.0% |

20% 1

-4.0%

6/97 6/98 6/99 6/00 601  3YrAg  5YrAw

mmmy Infiation Merit Pay Increase +Average Payincrease

- Percent ' Percent

Valuation Date _N_o: Total Payroll  Increase Average Salary Increase
6/30/92 8,991  $312,490,764 9.2% $34,756 3.9%
6/30/93 8,615 $320,623,685 2.6% $37,217 7.1%
6/30/94 8,893 $338,440,247 5.6% $38,057 2.2%
6/30/95 8,060 $350,583,835 3.6% $38,696 1.7%
6/30/96 9,198 $365,088,750 4.1% $39,692 " 2.6%
6/30/97 9,312 $382,715,084 4.8% $41,099 . 35%
6/30/98 . 8,358 $399,035,094 4.3% $42,637 3.7%
6/30/99 9,654 $424,515,969 6.4% $43,973 3.1%
6/30/00 9,913 $448,501,827 - 5.7% ~ $45,244 2.9%
6/30/01 9,892 $481,863,319 7.4% = $48,712 . 7.7%

COSD 01046
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.n Diego City Employees’ Retirerr . ystem
ACIU‘QJ\

ssumptions Used for the June 3 01 Valuation

25.0%

20.0%

15.0%
10.0%
5.0%

"0.0% |

-5.0%

mamm Infaton py Real Rate of Rewrn 4 Invesment Rewrn Rate

- COSD 01047
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_Diego City Employees’ Retiremer | ociation )
Co'mparié!‘f Selected Actuarial Assdmpt'ions'JActual Experience

(Continued)

The salary increase assumptions project annual increases in total member payroll of 4.25%, the inflation
portion of the individual pay increase assumptions. In effect, this assumes no change in the number of
active members. Changes actually experienced in areas related to these assumptions have been as
follows: ' ' ’

Year Ended "~ 3-year  5-year
- 6/30/01 6/30/00 6/30/99 6/30/98 6/30/97 Averaqe Average

Inflation’ . - 8.7% 4.7% 3.4% 1.4% 24%  4.6% 3.5%
Assumed o ) . ‘ - 4,252 4.25?
Average Pay Increase 7.7 2.9 3.1 3.7 - 3.5 45 - 4.2
Assumed » ‘ 4,252 © 4.257
Merit & Longevity increase 20  (1.8) {0.3} 2.3 1.1 0.0 - 0.6
Assumed , . ’ 0.5 0.5
Total Payroll 74 57 64 43 48 65 57
Assumed oo ' 4,252  4.25?
Investment Return Rate® . 4.1 - 214 118 13.8 105 = 12.2 12.2
Assumed o 8.0 - 8.0
Real Rate of Investment Return (1.6) . 16.7 - 8.4 12.4 8.1 76 8.6
Assumed 3.783 3.7%°
Administrative E)_(pensess 0.2 0.2 0.1 0.2 0.3 - 0.2 0.2

(Percentage of assets)
Assumed o -~ 00 0.0

' Based on Consumer Price Index for San Diego, ANl hems; 1982-84 = 100.
?  Reduced from 4.5% for 1998 valuation. ' ' )

2 Increased from 3.5% for 1998 valuation.

4 Based on actuarial value of assets NOT market value or book value.

[{]

Excluding Investment Fees.

COSD 01048



: . zan Diego City Employees’ Retirer . . System
) Actu”al Assumptions Used for the June 3%, 2001 Valuation

- {Continued)

Rates of separation from active membeérship are shown befow {rates do not include separation on

-account of retirement or death). This assumption measures the probabilities of members remaining in -
employment.

% of Active Members

Separating Within Next Year

Disability’ . Other
‘Sample’  Years of ' : General . Years of S_amble-
Ages Service General Safety. Male ,' Female  Safety SeN_ice Aqes
Al 0 , 43% 7.3% 44% O All
1 4.3 7.2 44 1
2 43 70 4.3 2
3 43 = 6.9 4.1 3
4 42 63 40 4
20 5&Over 0.6% @ .54% 4.0 5.6 3.2 5&Over 20
25 0.8 .60 40 56 = 3.2 : 25
30 .10 .65 3.7 4.2 2.2 30
35 .16 71 3.2 2.6 1.4 35
40 .22 .90 2.1 2.0 0.6 40
45" .33 1.15 1.7 1.6 03 ' 45
50 50 1.25 1.3 13 01 50
55 75 150 . 0.9 1.0 0.0 55

' 70% (40% used in previous valuation) of the General Disabilities and 100% of the Safety

bisabilities are assumed to be Industrial, Non-industrial disability is subject to service requﬁremen’t.

7 20% of terminating employees, with 10+ years of service at termination, are assumed to

subsequently work for a reciprocal employer.

{Continued on Next Page)

COSD 01049 |
' : 48



San Diego City Employees® Retir¢ . : System
Aci‘l Assumptions Used for the Junena¥ 2001 Valuatlon

(antinued)

The post-retirement monalnv table used was the 1994 Uninsured Pension Mortality Table set back 2
years for retirees and set forward 5 years for dxsablllty retirees.” This assumption is used to measure

the probabllmes of members dying after retirement and the probabilities of each benefit payment
being made after retirement. Related values are shown below.

Future Life Expectancy {Years) .

Retirants ‘
Sample Ages ~ Men Women .  Disabilitants
45 - 36.07 40.44 30.01
50 - 31.37 - 35.64 25.49
55 - -° . 26.78 30.90 21.20
60 2238 26.27 17.26
66 . 1828 - 2186 - 13.77
.70 1461 . 17.80 ~ 10.66
.75 ’ 11.35 14.03 7.97
80" 8.48 ©10.61 5.86

The active member mortality assumpﬁon measures the probability of mortality before retirement. The
rates include probability of ordinary death, service death, and death while eligible for retirement or
disability. ' '

Members Dying Within the Next Year
Service Retirants &

Active Members . Beneficiaries

Sample General : Sample

Ages Men Women Safety Ages Men Women
30 07% 03% -  .07% 45 0.15% 0.09%
35 .09 .04 .09 50 _ 0.23 0.13
40 .09 - .05 .09 55 0.39 0.21
45 .12 .08 .12 60 0.68 . 0.36
50 17 100 A7 65 1.23 0.72
55 .28 .15 .28 70 ' 2.14 1.26

All active member deaths are assumed 10 be duty-related for Safery members ‘and not duty-related for
other members.
{Continued on Next Page) \
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' ‘ ) an Diego City Employees’ Retirer . ,ystem
Act{)‘ Assumptions Used for the June >d2001 Valuation

(Continued)

The rates of retirement used to measure the probability of eligible active members retiring during the

next year.
Percent of Members Retiring
Within the Next Year
Retirement Safety General - Legislative Members

Ages : Members Members Men Women
50 10% -% -%. -%
51 - 10 - - -
52 10 ' - - -
53 10" . - 15 oo 15
54 20 . ' - 1 1
55 ‘ 40 _ 20 5 6
56 40 10 3 3
57 40 10 4 4
58 . 50 : 15 5 4
59 80 15 6 5
60 ‘ 85 o 20 60 60 .
61 : 90 25 25 25 .
62 100 50 39 . 29
63 . 100 40 23 25
64 100 25 34 ) 35
65 100 50 ~70 60
66 100 40 70 65

67 _ 100 : 40 75 _ 70
68 100 40 80 80

69 ' 100 40 90 90
70 100 100 100 100

For vested deferred members, we assume that retirement will occur on the later of attained age or:
General members: Earlier of age 62 or age 55 and 20+ years of service
Legislative members:  Earlier of age 55 or age 53 and 8+ years of service

" Safety members: Earlier of age 55 or age 50 and 20+ years of service

San Diego City Employees' Retirement Sysiem 50
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Ac Jl Assumptions Used for the Jun. 2001 Valuation

{Concluded)

Member refunds. All or part of the employee contribution rate is subject to potential "pick up” by the

employer Such pick up and related accumulated interest are not to be refunded to employees at

termination. The City’s liability for potential refunds is reduced to reflect this.

Rates provided in the census apply to salary amounts over $400 per month in the case of employees
with integrated benefits. Rates applicable to the first $400 per month of salary are not prowded
Due to the small portion of salary to which a dlfferent rate is applied and the substantial portion of
total member contributions subject to employer pick up, rates provided were assumed, for s:mplicity,

to apply to total salary.

Survivor Benefits. Marital status and spouses’ census data were imputed with respect to active and

deferred members.

Marital Status: 80% of men and 50% of women were assumed married
at retirement.

Spouse Census: Women were assumed to be 4 years younger than men.

Member_Contributions for_Spousal Continuance. Municfpal Code §24.0521 dictates that all active

members contribute towards a 50% survivor continuance. However, it also provides that members
unmarried at retirement may either be refunded that specific part of their contributions, or they may
-leave such contributions on account and receive an incremental benef:t that is the actuarial equivalent

of such contributions.
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' DEFINITIONS OF TECHNICA:J_&&

Actuanal Accrued Lisbility. The difference between the actuarial present value of system benefits

and the actuarial value of future normal costs Also referred to as "accrued liability" or "actuarial

liability".

Actuarial Assumptions. Estimates of future experience with respect to rates of mortality, dusabxhty,
turnover, retirement, rate or rates of investment income and salary increases. Actuarial assumptions
{rates of mortality, dlsabnhty, turnover and retirement) are generally based on past experience, often
_modified for projected changes in conditions. Economic assumptions (salary.l increases and investment
income) consist of an underlying rate in an mﬂatlon-free environment plus a provision for a long-term

average rate of inflation.

Accrued Service.. Service credited under the system which was rendered befare the-date of the

actuarial valuat:on.

Actuarial Equivalent. A single amount or series of amouns of equal actuarial value to another single:

amount or series of amounts, computed on the basis of appropriate actuarial assumptions.

Actuanal Cost Method. A mathematncal budgetmg procedure for allocatmg the dollar amount of the

actuarial present value of retlrement system benefits between future normal cost and actuarial

accrued hab:!lty Sometimes referred to as the "actuarial funding method".

Actuarial Gain {Lossl. The difference between actual experience and actuarial assumption anticipated

experience during the period between two actuarial valuation dates.

Actuarial Present Value. The amount of funds currently required to provide a payment or series of

payments in the future. It is determined by discounting future payments at predetermined rates of

interest, and by probabilities of payment.

Amortization. Paymg off an interest- dlscounted amount with perlodlc payments of interest and

<

principal — as opposed to paying off with lump sum payment.

52

DEFINITIONS OF TECHNICAL TERMS -

COSD 01053



. ’ {Continued)

Normal Cost. The actuarial presem value of remement system benefits allocated to the current year

by the actuarial cost method

Pension Benefit Obliaaﬁon. A standardized disclosure measure of the present value of pension
benefits, adjusted for the effects of projected salary increases, estimated to be payable in the future -

as a result of employee service to date.

Unfunded Actuarial Accrued Liability. The difference between actuarial accrued liability ‘and valuanon

assets Sometimes referred to as "unfunded actuarial I:abllxty or "unfunded accrued fiabifity".

Most retirement systems have unfunded actuarial accrued llablllty They arise each time new beneflts :

are added and each time an acwanal loss is reahzed

The existence of unfunded actuarial accrued liability is not in itself bad, an{y more than a mortgage on
a house is bad. Unfunded actuarial accrued liability does not represent a debt that is payable today

What i IS important is the ability to amortize the unfunded actuanal accrued liability and the trend in its
amount (after due allowance for devaluanon of the dollar) Unfunded actuarial accrued liability must’

be controlled.
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San Diego City Employees’ Retir- . t System -
J " June 30, 2001 Actuarial Vel ion )
General Member Contribution Rates

Normal Normal

Pius Cost- Plus Cost-

Entry Of-Living Entry Of-Living
Age Rates Age Rates

16 8.61% 37 10.65%
17 - 8.61 38 10.78

18 8.61 39 10.81
19  8.61 40 11.05
20 8.61 41 - 11.19
21 8.71 42 11.32
22 8.82 43 11.46
23 ~ 8.93 44 11.61
24 9.03 .45 11.75
25 9.16 46 11.89
26 9.28 47 " 12.04
27 8.39 - 48 12.19
28 9.51 49 12.34
29 ' 9.63 . 50 12.48

- 30 © 9.75 51 12.65 .
31 9.88 52 12.80
32 - . 10.00 53 - 12.96
33 10.12 54 13.12
34 - 10.24 55 13.28
35 10.38 56 13.44
36 © 10.51 - 57 13.64

Interest: 8.00%
Salary: 5.00%
Mortality: 83 GAM male (X-2, X-8)

Rates include cost of providing spouse's continuance and cost of funding final one-year average
salary in fieu of final three-year average. Changes to the salary scale and mortality table effective
with the June 30, 1994 valuation were applied to the then existing member rates.

Members of the legislature contribute 9.05% of total salary, regardlgss of entry age.

The rates above include 0.61% for General and 0.16% for Legislature curiehtly paid from the
Employee Contribution Rate Increase Reserve (See Comment H). '
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'S an Diego City Employees® Retirc  ~ System
June 30, 2001 Actuarial Vait#fion

Safety Member Contribution Rates _

Normal Plus Cost-of-Living Rates

Entry Age - Police Fire ~ Lifequard
20 11.88% 11.53% 11.26%
21 12.04 11.69 11.42
22 12.18 11.83 : 11.566
23 12.34 11.99 11.72
24 12.49 12.14 ' 11.87
25 12.66 - S 11231 12.04
26 12.81 12.46 ' 12.19
27 12.98 12.63 12.36
28 , 13.14 12.79 12.52
29 ‘ 13.31 12.96 ‘ 12.69
30 13.47 _ - 13.12 .- 12.85 .

© 31 13.64 13.29 13.02
32 13.80 13.45 : . 13.18
33 13.97 . 13.62 13.35
34 - 14.15 13.80 13.53
-35 14.33 13.98 - 13.71
36 14.50 . 14.15 13.88
37 ‘ 14.68-" . 14.33 . 14.06
38 14.87 14.52 _ 14.25

" 39 15.05 14.70 14.43
40 15.24 14.89 14.62
41 15.43 15.08 14.81
42 15.61 . 15.26 14.99
43 15,81 15.46 15.19
44 - 16.01 15.66 15.39
45 16.19 15.84 ' 15.57

- 46 16.42 ‘ 16.05 15.78
47 16.60 16.25 " 15.98
48 . 16.79 16.44 -16.17
49 16.99 16.64 - 16.37

Interest: Q.OO%
Salary: 5.00%
‘Mortality: 83 GAM male (X-2, X-8) "

Rates include cost of providing spouse's continuance and cost of funding final one-year average
salary in fieu of final three-year average. Changes to the salary scale and maortality table effective
with the June 30, 1994 valuation were applied 10 the then existing member rates.

The rates above include 0.67% for Police, 0.63% for Fire, and 0.71% for Lifeguard currently paid
from the Employee Contribution Rate Increase Reserve {See Comment H). '
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THE COMMITTEEON
RULES, FINANCE AND INTERGOVERNMENTA L RELATIONS
OF THE CITY COUNCIL OF THE CITY OF SAN DIEGO
(MAYOR DICK MURPHY, CHAIRPERSON)

Action Items for meeting of
Wednesday, February 27, 2002

ITEM-1: Discussion re: Report from the Mayor’s Blue Ribbon Committee on Budget and Finance.

The Committee voted 4-0 to accept the report and to direct the City Manager 10 prepare a response and lo return
to the Rules Committee on March 20, 2002. (Motion: Madaffer; Second: Atkins; Not Present: Stevens)

ITEM-2: Discussion re: San Diego’s Proposed Urban Forest.

The Committee voted 4-0 to accept the Tree Advisory Board's “Community Roots” report and to refer all
recommendations contained therein to the City Manager to prepare a response and to return to the Rules -
Committee o April 10, 2002, (Note: The Tree Advisory Board was invited to return on April 10, 2002, to present
their fimding recommendations. ) (Motion: Wear; Second: Atkins; Not Present: Stevens)

ITEM-3: Discussion re: Proposal to amend Municipal Code Section 35.0111 to reflect
an increase in the room rental charge amount exempt from Transient
Occupancy Tax (TOT) from $20 per night to 325 per night.

The Committee voted 4-0 to approve the City Manager’ s recommendation contained in City Manager's Report
02-041. (Motion: Wear; Second: Atkins; Not Present: Stevens)

_tage
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THE COMMITTEEON
RULES, FINANCE AND INTERGOVERNMENTA L RELATIONS
OF THE CITY COUNCIL OF THE CITY OF SAN DIEGO
(MAYOR DICK MURPHY, CHAIRPERSON)

Action Items for meeting of
Wednesday, March 20, 2002

ITEM-1: Discussion re: City Manager’s Response to the recommendations made by the Mayor’s Blue
Ribbon Committee on Budget and Finance.

The Committee voted 4-0 to accept the City Manager’ s Report (#02-061) and adopt the items in the Mayor’s

March 20, 2002, memo with the following two changes to.the Mayor's memo:

a) Line 5, add “Would include a discussion of limiting City employee growth to the rate of
population growth except when we add a new program.”

b Line 6, add “‘Would include a discussion of the 2/3 vote requirement to make a mid-year budget
modification.”’

(Motion: Wear; Second: Atkins; Not Present: Madaffer)

ITEM-2: Discussion re: City Manager’s Energy Conservation and Management Status
Report No. 10 (including but not limited to a discussion of the U.S. Green
Building Council’s Leadership in Energy and Environmental Design
Standard).

The Committee voted 4-0 to adopt the City Manager’ s recommendation s contained in City Manager Report
#02-060. (Motion: Atkins, Second: Wear; Not Present: Madaffer)

ITEM-3: Discussion re: Airport Authority Legislation.
The Committee voted 4-0 to: a) Oppose the provision in SB 1896 which requfres the date of the ballot initiative to

be November 2004; and b) continue the item to the Rules Committee meeting of April 24, 2002. (Motion: Wear;
Second: Atkins; Not Present: Madaffer)
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Herring/DVW
Aud. Cert. 2200854

FILE LOCATION: MEET

COUNCIL ACTION: (Tape location: A338-469.)

CONSENT MOTION BY STEVENS TO ADOPT. Second by Madaffer. Passed by the
following vote: Peters-yea, Wear-yea, Atkins-yea, Stevens-yea, Maienschein-yea, Frye-
yea, Madaffer-yea, Inzunza-yea, Mayor Murphy-yea.

ITEM-150: Recommendations Made by the Mayor’s Blue Ribbon Committee on Budget and
Finance.

(See City Manager Report CMR-02-061 and Mayor Murphy’s 3/20/2002 memo.)

TODAY'S ACTION IS:

Adoption of the following resolution:
(R-2002-1385 Cor. Copy) ADOPTED AS RESOLUTION R-296354

Accepting the Blue Ribbon Committee Report on City of San Diego Finances,
dated February 2002;

Accepting City Manager’s Report CMR-02-061, dated March 18, 2002;
- Adopting the schedule in the Mayor’s April 4, 2002 memo. —

RULES, FINANCE AND INTERGOVERNMENTAL RELATIONS COMMIll‘TEE’S
RECOMMENDATION:

On 3/20/2002, RULES voted 4-0 to accept City Manager’s Report CMR-02-061 and adopt the
items in the Mayor’s March 20, 2002 memo with the following two changes to the Mayor’s
memo: a) Line 5, add “Would include a discussion of limiting City employee growth to the rate of
population growth except when we add a program.”, b) Line 6, add “Would include a discussion
of the 2/3 vote requirement to make a mid-year budget modification.”
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(Councilmembers Wear, Atkins, Stevens and Mayor Murphy voted yea. Councilmember
Madaffer not present.)

FILE LOCATION: MEET

COUNCIL ACTION: (Tape location: B145-E056.)

MOTION BY FRYE TO ADOPT THE RESOLUTION, ACCEPTING THE BLUE
RIBBON COMMITTEE’S REPORT EXCEPT FOR SECTION V, WITH -
DIRECTIONS TO THE CITY MANAGER THAT SECTION V CONCERNING
STORM WATER BE RETURNED TO THE RULES COMMITTEE FOR
DISCUSSION, RATHER THAN ADOPTING IT AS PART OF THE REPORT. AND
TO PROVIDE A REPORT OF A LARGER ANALYSIS FOR EACH OF THE FOUR
SECTIONS, CITING SPECIFICALLY THE LANGUAGE ON PAGES 33 AND 34. IN
ADDITION, ADOPT ALL OF THE RULES COMMITTEE’S RECOMMENDATIONS
AS SET FORTH IN THE MAYOR’S MEMO. AS TO RECOMMENDATION 1,
ADOPT THE RULES COMMITTEE’S ACTION TO APPROVE THE FIRST
SENTENCE ONLY. FOR RECOMMENDATIONS 2 AND 3, REFER THESE TO
THE RETIREMENT BOARD BY JUNE 30, 2002. ADOPT RECOMMENDATION 7
WITH THE CITY MANAGER’S PROPOSAL TO GO TO THE RULES COMMITTEE
BY SEPTEMBER 30, 2002, TO INCLUDE A DISCUSSION OF THE RIGHT-OF-
WAY FEES. CONCERNING RECOMMENDATION 8, THE CITY MANAGER’S
PROPOSAL SHOULD GO TO THE RULES COMMITTEE BY OCTOBER 31, 2002,
TO INCLUDE THE DISCUSSION OF LIMITING CITY EMPLOYEE GROWTH TO
THE RATE OF POPULATION GROWTH EXCEPT WHEN PROGRAMS ARE
ADDED AND AFTER A BASE IS DETERMINED. THE PHRASE “AND AFTER A
BASE IS DETERMINED” SHOULD BE ADDED ON LINE 5 AFTER THE PHRASE
“WHICH WOULD INCLUDE A DISCUSSION OF LIMITING THE CITY
EMPLOYEE GROWTH TO THE RATE OF POPULATION GROWTH EXCEPT
WHEN WE HAD A PROGRAM.” AS TO RECOMMENDATION 9, REQUEST THAT
THE CITY MANAGER’S PROPOSAL GO TO THE RULES COMMITTEE BY ™
NOVEMBER 30, 2002, WHICH SHOULD INCLUDE A DISCUSSION OF A TWO-
THIRDS VOTE THAT WOULD BE REQUIRED TO PROVIDE A MID-YEAR
BUDGET MODIFICATION.

ACCEPT COUNCIL MEMBER WEAR’S RECOMMENDATION THAT AN _
EXAMINATION OF THE ISSUE OF CHARGING FEES AND COLLECTING A FAIR
SHARE FROM CITIZENS OF OTHER CITIES FOR CITY SERVICES BE :

~ SPECIFICALLY ADDED TO THE RULES COMMITTEE ACTION IN SECTION VII
UNDER REVENUES. THIS SHOULD INCLUDE A DISCUSSION OF HOW NEW
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GROWTH MAY OR MAY NOT BE SUBSIDIZED BY THE EXISTING USERS,
PARTICULARLY AS IT RELATES TO WASTE WATER AND WATER SUPPLY.

. ACCEPT COUNCIL MEMBER PETERS’ RECOMMENDATION THAT THE ISSUE
OF REFINANCING THE CITY’S DEBT BE EXAMINED WITH A VIEW TO
POTENTIAL SAVINGS IN DEBT SERVICE. IN ADDITION, THERE SHOULD BE
AN EXAMINATION OF TOBACCO FUNDS WITH A VIEW TO RECEIVING UP-
FRONT PAYMENT. Second by Peters. Passed by the following vote: Peters-yea,
Wear-yea, Atkins-yea, Stevens-yea, Maienschein-yea, Frye-yea, Madaffer-yea, Inzunza-
yea, Mayor Murphy-yea.

ITEM-250: Settlement of Property Damage Claim of CFD Mesa Ridge Partners Claim.
(R-2002-1228)
Adopted as Resolution R-296254.

A Resolution approved by the City Council in Closed Session on Tuesday, April 2,
2002, by the following vote: Peters-not present; Wear-yea; Atkins-yea;
Stevens-not present; Maienschein-yea; Frye-yea; Madaffer-yea; Inzunza-yea;
Mayor-yea.

Authorizing the City Manager to pay the total sum of $95,989.04 in the settlement
of each and every claim against the City, its agents and employees, resulting from
property damage to CFD Mesa Ridge Partners on June 28, 2001; '

Authorizing the City Auditor and Comptroller to issue one check for the balance
of $46,692.04 made payable to Luth & Turley, Inc. in full settlement of all claims.

e

Aud. Cert. 2200917.

NOTE: This item is placed on a Council docket, so that the official and public record will reflect
‘the adoption of this Resolution. It does not require any further Council action.
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Office of

The City Attorney
City of San Diego
MEMORANDUM
DATE: January 13, 2005
TO: Michael J. Aguirre, City Attorney
FROM: Dan Andrews, City Attorney Investigator

SUBJECT: Rules Committee Meetings on 2-27-02 and 3-20-02

CONFIDENTIAL ATTORNEY WORK PRODUCT

On 1-13-05 a review was conducted of the tape recordings of the Rules Committee Meetings on
February 27, 2002, and March 20, 2002. Only the portions of the tapes pertaining to the
Retirement System were reviewed. The following is a summary from the discussions:

February 27, 2002

This meeting was attended by all of the Blue Ribbon Committee Members, Mayor Dick Murphy,
several City Council Persons, Ed Ryan, and others.

Blue Ribbon Committee Member Dick Vortman presented the section of the Blue Ribbon
Committee Report pertaining to the retirement benefits and unfunded pension liabilities. They
concluded that the City was not paying, from its current year budget, the full benefit cost
incurred by its current year workforce. He noted that this was a concern. He stated that the non-
discretionary pension expense as a budget item has been steadily growing and would continue to
grow. He provided information on pension expense expressed as a percentage of the City’s
payroll base. This has also been steadily increasing. The budget line itself has grown at 9%
compounded rate. Currently this is $68 million. He noted that this was very troublesome, as it
was increasing by %% per year.

He provided two recommendations: To change the City’s funding strategy, and to fully fund the
pension fund and increased benefits; and, to make sure all on the City Council fully understand
the cost of retirement benefits, and that the present value of retiree health benefits be obtained.

Ed Ryan provided that annual liability shortfall was $6 million to $8 million per year. He noted
that the system was intentionally “back-loading the funding. Ryan urged the Council to try and
fix this.
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Byron Ware commented that it sounded, “Like our own little version of a Social Security
scandal.” Ryan noted that the City intentionally under-funded the system with a “non-standard”
method of funding that the SDCERS Board and actuary accepted. Ware stated, “It looks like
someone is going to pick up the tab later.” Ryan agreed, noting that expectations did not meet
with the plan (presumably high investment returns).

Mayor Murphy noted that this issue merited its own lengthy discussion. He stated that they
previously let the SDCERS Board handle the issue while they (the Council) put their “heads in
the sand.”

Vortman stated that even with the record stock market boom, the City is in arrears and this is of
“grave concern.” Most pension plans are flush.

Jim Madaffer stated that he was extremely troubled by this report. He stated, “We are in deep
trouble here as a City...as we are not meeting the definition of fiscal health provided by the Blue
Ribbon Committee.”

Mayor Murphy stated that he expected the City Manger to return in three weeks with his
comments on the Blue Ribbon Report. It was suggested that this issue be discussed with the
entire Council; and, that perhaps a workshop be conducted on the Blue Ribbon Committee
Report in April. ’

There was no discussion during this meeting of funding ratios expressed as a percentage of full
funding.

There were no additional discussions on this issue.

March 20, 2002

-This meeting was attended by several City Council Persons, Mayor Dick Murphy, City Manager
Mike Uberuaga, several members of the Blue Ribbon Committee including Dick Vortman, and
others.

City Manager Mike Uberuaga was tasked to provide a response to the Blue Ribbon Committee
Report provided at the Rules Committee Meeting on 2-27-02. He was to provide his comments
on the report with some recommendations.

Uberuaga began his discussion with the caveat that his comments were by no means a
comprehensive analysis. He submitted a five page report summarizing his thoughts. Mayor
Murphy tasked Uberuaga to return on 7-31-02 with a comprehensive response to the Blue
Ribbon Committee Report.

Uberuaga discussed the portion of the Blue Ribbon Committee Report pertaining to the
Unfunded Pension Liability and Benefits. He noted that the Blue Ribbon Committee suggested
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that the Pension Fund be immediately fully funded and that the City conduct a comprehensive
study as to the future costs of the increased benefits.

Uberuaga noted that the unfunded pension liability is growing at 9% per year. He noted that the
pension funding issue is a complicated one that requires extensive study in order for council
members to understand the system enough to make sound recommendations. He suggested that
the City Council participate in a workshop. In addition he recommended that Larry Grissom
obtain comprehensive information on other public sector retirement systems so that the Council
would be able to compare the City of San Diego’s system with other similar systems.

Mayor Murphy interjected that he felt it was more appropriate for the SDCERS Board to
evaluate the Blue Ribbon Report and to provide a response prior to the Council attending a
workshop. He recommended that the Board provide a response to Council by 6-30-02. he noted
that the Board by Charter controls the retirement system. He felt that it may be inappropriate for
Council to involve themselves too deeply in the issues of retirement system funding. He stated
that the workshop may violate “protocol.” He noted that it was a prior City Council that under
funded the system to cover their deficit, and that it is a serious, but not crisis situation.

Dick Vortman was asked for his comments on the Mayor’s suggestions. Vortman stated that he
agreed with the Mayor, however he “urged speed” in resolving this issue. He suggested that
decisions be made prior to the current fiscal year’s budget being approved.

Mayor Murphy responded that it would be difficult to make changes prior to budget approval.
He noted that they were currently involved in meet and confer sessions with the Unions and he
felt that addressing this issue at this time may compromise these sessions. Murphy requested the
City Attorney to provide guidance on the relationship between the SDCERS Board and Council
in terms of making funding decisions.

Byron Ware interjected that he was no longer as concerned about the funding as he was during
the February 27 meeting. He stated that the funding was not a crisis and that the July schedule
was fine. Mayor Murphy noted that they may even need more time to properly address the issue.
He stated that he was comfortable that it was not a crisis issue as the report showed funding in
excess of 90%.

There were no additional comments or discussion.

7DD, S

Dan Andrews
City Attorney Investigator

:da
cc: Robert Abel, Principal City Attorney Investigator
Christopher S. Morris, Head Deputy City Attorney
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Report on Investigation

The City of San Diego, California’s
Disclosures of Obligation to Fund the
San Diego City Employees’ Retirement‘Syst'em
and Related Disclosure Practices
1996-2004
with

Recommended Procedures and Changes to the Mﬁnicipal Code

September 16, 2004

Paul S. Maco
Richard C. Sauer
Vinson & Elkins L.L.P.
Washington, D.C.




the immediate restoration of actuarial funding. He estimated that this iteration of the pfoposal
reduced by 75% the additional contribution shortfall that would have resulted from the initial
version. He also noted: “the modified proposal will provide added contributions after 2009 in an
effort to atrain Entry Age Normal Funding levels.”

Mr. Roeder also provided projections of the System’s funded ratios and the City’s
contribution rates under earnings scenarios other than the 8% assumed rate of return. He calculated
that with a 4% rate of return, the SDCERS funded ratio would decline to approximately 60% by
June 30, 2009, whether or not SDCERS adopted MP2. With a 12% rate of return, the funded ratio
would increase to approximately 100%. This exercise, whatever the intention at the time, illustrates
that the difference in City contributions berween MP1 and MP2 rates, as it affected the SDCERS
funded level, would likely be far less significant than the role of market forces over the same years.

Thus, the SDCERS Board was faced with a difficult question of judgment. Depending on
whether the 82.3% floor was breached and, if so, when and by how much — as well as which
interpretation of MP1’s wrigger provision would then be applied — MP2 could result in greater or
lesser payments by the City than the existing agreement. Although the SDCERS actuary declined to
predict whether the funded level would fall below the 82.3% floor during the next two years,”™ the
substantial decline in the System’s funded ratio between FY 2000 and 2001, and the continued bear
market through FY 2002, made that appear likely. Indeed, that was the very reason the City sought
relief from the “hard floor” provided by MP1.™ It was, therefore, probable that the proposed
modification to the 1996 agreement would result in at least a modest reduction in City contrib-
utions over a several year period. Weighed against this, however, were the problems that would
result should the City become liable to its retirement system for an enormous balloon payment as
carly as July 1, 2003. The layoffs and other expense reduction measures that would follow a City
budgetary crisis would negatively affect many elements of SDCERS’ membership.™

After fiduciary counsel Robert Blum indicated that he could not support reducing the trigger
level to 75%, but might find acceptable a proposal that would leave the 82.3% floor in place while
allowing the City a ramp-up period to achieve that level, Board member Ronald Saathoff, as
anticipated by the Manager's Office, made a motion to approve MP2 contingent upon it being so

280

Minutes of SDCERS Board Meeting, at 19 (July 11, 2002).

® As Ms. Lexin stated: “her understanding is that the City is before the Board with this request because... there was a good chance
we would hit the floor, and that the City would be faced with a $25 million hit to next year's budget.” Jd.-at 25. See also id, at
26 (remarks of Mr. Blum) (“He believes there is a high probability that the 82.3% trigger will be hit in 2 couple of yeass....”).

It is notable that the City’s municipal unions supported MP2. 14, at22.
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... provided the Board with a history of the System and discussed realized gains. He
reported that the System has historically utilized earnings as a means to pay certain
benefits within the System. However, the Board is now faced with a situation where
the projected earnings for this fiscal year are far short of what they have been over the
past ten years. He reported that the System’s high mark was in June of 1999, when
the System achieved $468 million in realized earnings. This year, Staff projects the
earnings will be somewhere between $40 million and $50 million.”

During the spring of 2002, the City concluded labor negotiations with three of its municipal
unions. In the meet and confer process, the City agreed to increase the basic multiplier for retire-
ment benefits for general employees to 2.5% at age 55. Combined with the increase from 2.0 to
2.25% from the FY 2000 negotiations, this meant that the cost of the basic retirement benefit would
increase 25% over a two-year period. Labor and management also agreed that the Ciry Manager
would propose to the SDCERS Board that it transfer $25 million from surplus earnings into a
reserve to fund the healthcare benefit in future years in which earnings were insufficient for this
purpose.

These new benefits were explicitly contingent upon the willingness of the SDCERS Board to
grant the City additional breathing room with respect to the MP1 funding floor. Specifically, for

‘the benefits to be implemented, the Board was required to lower the trigger level from 82.3% to

75% of actuarial assets. In the event that the new floor was breached, furthermore, the City would
have five years to ramp up to the full actuarial rate. Although in other contexts it attributed the need
for these concessions primarily to investment losses,” in its communications with the municipal
unions, the Manager's Office emphasized the cost of pension benefits previously granted as
necessitating the proposed modification of the trigger provision. In a “Summary of the City’s Final
Position” sent to its municipal unions on May 9, 2002, the City stated: |

Substantial benefit improvements granted by the City since the adoption of the “City
Manager’s Retirement Proposal” dated July 23, 1996 (Manager’s Proposal) have
created addirional unfunded liability to SDCERS that was not anticipated when the
City agreed to the “wrigger” provisions. Significant improvements in benefits are
contained in this three-year proposal. Consequently, the “trigger” provisions must
be adjiisted as a condition of the City’s three-year proposall;] therefore, this three—
year proposal is contingent upon, and subject to, approval by the SDCERS Board of

abrupt changes in asset levels and, consequently, volatile contribution rates. Because the years that were about to fall out of this
calculation had provided strong returns, the burden on the next years would be that much greater. At the time the Board was
considering the second Manager’s proposal, the market value of System assets trailed their actuarial value by approximately $230
million. /4. at 18 (remarks of Mr. Roeder).

254

Minutes of SDCERS Special Board Meeting, at 1 (May 29, 2002).

255

Memorandum from Cathy Lexin and Elmer Heap to Mayor and City Council (June 14, 2002), supra; and Memorandum from
P. Lamont Ewell, Assistant City Manager, City of San Diego, to Mayor and City Council, Re: San Diego City Employees’
Retirement System Benefit Enhancements (Dec. 6, 2002).
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... provided the Board with a history of the System and discussed realized gains. He
reported that the System has historically utilized earnings as a means to pay certain
benefits within the System. However, the Board is now faced with a situation where
the projected earnings for this fiscal year are far short of what they have been over the
past ten years. He reported that the System’s high mark was in June of 1999, when
the System achieved $468 million in realized earnings. This year, Staff projects the
earnings will be somewhere between $40 million and $50 million.”

During the spring of 2002, the City concluded labor negotiations with three of its municipal
unions. In the meer and confer process, the City agreed to increase the basic multiplier for retire-
ment benefits for general employees to 2.5% at age 55. Combined with the increase from 2.0 to
2.25% from the FY 2000 negotiations, this meant that the cost of the basic retirement benefit would
increase 25% over a two-year period. Labor and  management also agreed thar the City Manager
would propose to the SDCERS Board that it transfer $25 million from surplus earnings into a
reserve to fund the healthcare benefit in future years in which earnings were insufficient for this
purpose.

These new benefits were explicitly contingent upon the willingness of the SDCERS Board to
grant the City additional breathing room with respect to the MP1 funding floor. Specifically, for
the benefits to be implemented, the Board was required to lower the trigger level from 82.3% to
75% of actuarial assets. In the event that the new floor was breached, furthermore, the City would
have five years to ramp up to the full actuarial rate. Although in other contexts it attributed the need
for these concessions primarily to investment losses,” in its communications with the municipal
unions, the Manager’s Office emphasized the cost of pension benefits previously granted as
necessitating the proposed modification of the trigger provision. In a “Summary of the City’s Final
Position” sent to its municipal unions on May 9, 2002, the City stated:

Substantial benefit improvements granted by the City since the adoption of the “City
Manager’s Retirement Proposal” dated July 23, 1996 (Manager’s Proposal) have
created additional unfunded liability to SDCERS that was not anticipated when the
City agreed to the “wrigger” provisions. Significant improvements in benefits are
contained in this three-year proposal. Consequently, the “trigger” provisions must
be adjisted as a condition of the City’s three-year proposal[;] therefore, this three—
year proposal is contingent upon, and subject to, approval by the SDCERS Board of

abrupe changes in asset levels and, consequently, volatile contribution rates. Because the years that were about to fall out of this -
calculation had provided strong returns, the burden on the next years would be that much greater. At the time the Board was
considering the second Manager’s proposal, the marker value of System assets trailed their actuarial value by approximately $230
million. IZ, at 18 (remarks of Mr. Roeder).

' Minutes of SDCERS Special Board Meeting, at 1 (May 29, 2002).
" Memorandum from Cathy Lexin and Elmer Heap to Mayor and City Council (June 14, 2002), supra; and Memorandum from
P. Lamont Ewell, Assistant City Manager, City of San Diego, to Mayor and City Council, Re: San Diego City Employees’
Retirement System Benefit Enhancements (Dec. 6, 2002).
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C CrtyofSanDlego""_;v X
OFFICE OF THE CITY AUDITOR AND COMPTROLLER :
MEMORANDUM e

Date: September 16, 2002 S

To: Larry Grissom, Retirement Administrator - . '
From: Terri Aja Webster, Assistant City Audltor and Comptroller
Subject: 1472 for 13™ Check o _

Please revise the 2002 13® Check 1472 or attach a report to the Mayor and Council to include
the items below. Mayor and Council need to know the fiscal issues of spending City Employee
Retirement System (CERS) Trust fund assets that would otherwise be available to fund future

" pension liabilities. ~ As currently written, the extensive discussion on the 13* check reserve fund
could mislead the reader to belleve that those assets can only be used for the 13‘h check. -

1. SDMC 25.1501 requires the Auditor and Comptroller to determine annual Surplus
Undistributed Earnings.. Earnings provide funding for the mandatory crediting of interest to-
member’s accounts and funding the CERS operating budget. If earnings are available after
crediting interest to accounts and funding the budget then earnings are distributed to the health
reserve, as needed, the 13® Check, Corbett settlement payment and credltmg interest to two
reserves. - S

The Earnings available for 2002 d1str1button is approx1mately $51 mrlllon , The mandatory
crediting interest to members’ accounts and funding the CERS budget is approximately $90
million, which results in a shortfall of approximately $38 million. . The $38 million shortfall
will be funded from the CERS Trust Fund Employer Reserve whlch decreases assets available
for future liabilities of the fund.

Therefore 2002 Eamings are depleted and not available for the Health Reserve or to Fund the 13®
Check. : o

2. Since the Earnings are depleted and not available for the 13" check, if paid, 1t would have to
be funded from Trust Fund assets that otherwise would be avatlable to fund future pension
liabilities. :

3. CERS Trust fund is liable for the 2002 Corbett payment of at least $5.2 million even though
earnings are insufficient to pay it in 2002. As terms of the settlement agreement it must be
paid out of future earnings. The amount owed to each retiree keeps accumulatmg until paid.

4. The funding ratio is the major indicator of the fund’s financial position and was at 89. 9% as,
of 6-30-01. If the ratio falls below 82.3% the City’s contribution rates will increase in an
accelerated manner in accordance with a recent agreement. The 6-30-02 ratio is expected "
to decrease due to very low FY 02 earnings but at this time the exact ratio is unknown and is.

F:\HOME_SY S\SEC-COM\FIXED ASSET & TUITION REIMB MEMO
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in the process of bemg calculated by an actuary

5. Earnings in FY 03 as of July 31, 2002 are at a net loss of approxrmotely ($470 million) and
could be insufficient to pa ythe 2003 13‘*‘ check - R

Please call if you have any questrons S

Terri Aja Webster .
Assistant Auditor and Comptroller

F:\HOME__SYS\SEC-COM\FIXED ASSET & TUITION REIMB MEMO ‘
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December 26, 2002

Retirement Board ' :

San Diego City Employees' Retirement System .
401 "B" Street, Suite 400

San Diego, CA 92101

Dear Members of the Board:

-Submitted in this report are results of the regular Annual Actuarial Valuation as of June 30, 2002 of the
San Diego City Employeés' Retirement System. The valuation is intended to provide a measure of the
“funding status of the retirement system and actuarially computed contribution rates. These rates are
higher than rates specified by the Manager’s Proposal, and will be superceded by Manager’s Proposal
Rates, as long as certain parameters. are.met. This valuation forms part of the basis far the employer

contribution rates for the year beginning July 1, 2003.

= - Beginning of Year ",
%+ ‘Contributions® "
General Members
Safety Members .

32.55% 24.48%

[Weighted City Total — 21.13% 15.50%

The member statistical data on which the valuation was based was furnished by the Retirement Office,
together with pertinent data on financial operations. Data was reviewed for reasonableness, but was not
audited by the actuary. ' '

Valuation results indicate that there was a large experience loss of $364.8 million. This loss represents
13.0% of actuarial accrued liabilities as of the previous valuation date of June 30, 2001. Losses were
primarily due to lower investment returns than anticipated.

The cdbperation of the Retirement Office in furnishing materials requésted for this valuation is deeply
acknowledged with appreciation. :

Respectfully submitted,

GABRIEL, ROEDER, SMITH & COMPANY :

Rick A. Roeder, E.A., F.S.A., M\A.AA.
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~ San Diego City Employees' Retirement System
Financial Principles and Operational Techniques

-of the Betiremeht System

Promises Made, and To Be Paid For. As each year is completed, the Retirement System, in effect, hands

H
|

an "lOU" to each member then acquiring a year of service credit -- the "lOU" says: "The San Diego City

Employees' Retirement System owes you one year's worth of retirement benefits, payments in cash

commencing when you quallfy for retirement."

The related key financial questions are:

Which generation of taxpayers contributes the money to cover the-IQU?- - - ..

The present taxpayers, who receive the benefit of the member's present year of service?

Or the future taxpayers, who happen to be in San Diego at the time'.' the 10U becomes a cash demand,

years and decades later?

The principle of level percent of payroll financing intends that this year's taxpavers contribute the moneyv to

cover the |I0OUs being handed out this vear. By following this principle, the employer contribution rate will

remain_approximately level from generation to generation -- our children and our grandchndren will
contrlbute the same percents of active payroll we: contrlbute now. Lo S

(There are systems which have .a design for deferring contributions to future "té')'('péiiers lured by a lower
contribution rate now and putting aside the consequence that the contribution rate must then relentlessly

grow much greater over decades of time,) =

‘An inevitable by-product of the level-cost design is the accumulation of reserve assets, for decades, and

_income produced when the assets are invested. Invested assets are a by-product and not the objective.

- Investment income becomes the 3rd contributor for benefits to employees and is mterlocked with the
contribution amounts required from employees and employer. . '
(Concluded on next page)



San Diego City Employees' Retirement System
Financial Principles and Operational Techniques

of the Retirement System

(Concluded)

Translated to actuarial terminology, this level-cost objective means that the contnbutlon rates must total at
least the following:
Current Cost (the cost of members' service being rendered this year)
. plus. .. ) : _
Interest‘ on Unfunded ‘Accrued Liabilities (unfunded accrued liabilities are the difference between
liabilities for service already rendered, and the accrued assets of the Retirement System).

ComDutinq- Contributions To Support System Benefits. From a given schedule of benefits and from the.

employee data and asset data furnished, the actuary determines the contribution rates to support the
benefits, by means of an actuarial valuation and a funding method. ‘ '

An actuarial valuation has a number of ingredients such as: the rate of investment return which plan
assets will earn; rates of withdrawal of active members who leave covered employment; ratés of mortality;
rates of disability; rates 'of pay increases; and the assumed age or ages at actual retirement.. -

In an actuarial valuation the actuary must assume what the above rates will be for the next year and for
decades in the future. Only the subsequent actual experience of the plan can indicate the degree of

accuracy of the assumptions.

Reconcmnq leferences Between Assumed Experience and Actual Experience. Once -actual ‘experience

has occurred and been observed, it will not coincide exactly with assumed experience, regardiess of the
skill of the actuary and the many calculations made. Most retirement systems cope with such differences
by having annual actuarial valuations. Each actuarial valuation is a complete recalculation of assumed
future experience, taking into account all past differences between assumed and actual expenence The

result is contmumq adjustments in financial position.




THE ACTUARIAL VALUATION PROCESS

The financing diagram on the opposite page shows the reiationship between the two fu'ndament.ally

different philosophies of paying for retirement benefits: the method where contributions match cash
benefit payments (or barely exceed cash benefit payments, as in the Federal Social Security program)

which is an increasing contribution method; and the level contribution method which equahzes

contributions between the generations.

The actuarial valuation is-the mathematical process by which the level contribution rate is determined. The

flow of activity constituting the valuation may be summarized as follows:

A. CdVered people data, furnished by plan administrator, including:

Retired lives now receiving benefits
Former employees with vested benefits not yet payable
Active employees -

B. + Asset data (cash & investments), furnished by plan administrator

C. + Assumptions concerning future experience in various risk areas, which are established by the
Retirement Board after consulting with the actuary

D. + The funding method for employer contributions (the long-term, planned pattern for employer

contributions)

E. + Mathematically combining the assumptions, the funding method, and the data

F. = Determination of:

Plan Financial Position and/or

New Employer Contribution Rate
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San Diego City Employees' Retirement System
June 30,2002 .

FUNDING OBJECTIVE

The funding objective of the Retirement System is to establish and recelve contrlbutlons _expressed as
percents ‘of active member payroll, which will remain approxrmately level from year to year and will not

have 1o be lncreased for future generatrons of citizens.

CONTRIBUTION RATES

) The Retlrement System is supported by member contrrbutlons City contrlbutlons and investment income

from Retirement System assets.

Contributions which satisfy the funding objective are determined by the annual actuarial valuation and are

~ sufficient to:

(1) cover the actuarlal present value of beneflts allocated to the current year by the actuarial cost

method (the normal cost); and

(2) finance over a penod of future years the actuarial present value of beneflts not covered by

valuatlon assets and ant|0|pated future normal costs (unfunded actuarial accrued liability).

Computed contributions as of June 30, 2002 apply to fiscal year beginning July 1; 20083.




San Diego City Employees’ Retirement System .
 Computed City Contribution Rates -

(Expressed as Percents of Active Payroll) o

June 30, 2002

_ GENERAL
General Contributions June 30, 2001
Based on o B _ Weighted
Valuation of General | Legislative Totals
Normal Cost * 9.12% 21.65% . 9.14%
Amortization Payment * 2.25% 44.95% 2.32% |
|
SUBTOTAL 11.37 | 66.60% | 11.46%
Adjusted for payment 10.94% | 64.09% | 11.03%
at beginning of year

For Safety members, the 2002, beginning-of-year contribution rates are 32.08% for Police,
33.82% for Fire and 31.60% for Llfeguards

* Rates assume that contributions are made uniformly during the plan year.

~

Safety Contributions June 30, 2001

Based on - Weighted
Valuation of Totals
Normal Cost * 17.61% :
Amortization Payment * 7.83%
SUBTOTAL 25.44%
Adjusted for paym‘ent : 24.48% |
at beginning of year

s
!
t




San Diego City Employees' Retirement System
~.Computed City Contributions - Historic Comparison

Expressed as Percents of Payroll'

Fiscal Valuation  General Safety Weighted Valuation
Year Date Members  Members Total Payroll k

93-94 ~  6/30/922  208%  11.37% 567%  $313,176,024

94-95 6/30/93°  :  3.15% : 14.19% . 7.39%  $320,623,685

95-96 6/30/94* 4.34% 15.42% 8.60%  $338,440,247

96-97 6/30/95 5.28% 16.42% 9.55%  $350,583,835

97-98 - 6/30/96 481% = 15.20% 8.71%  $365,088,750

97-98 6/30/96° - 7.35% 16.74% 10.87%  -$365,088,750

98-99 . .. 6/30/97 .- 7.52% 16.46% . ..10.86%  $382,715,084

99-00 6/30/98"° - 7.87% 17.75% . 11.48%  $399,035,094

00-01 . 6/30/99 - 806%  19.05%.  11.96%  $424,515968

01-02  6/30/00 565%  13.30%  8.35%  $448,501,827

01-02° 6/30/00 8.62% 19.83% . 12.58%  $448,501,827

02-03 6/30/01 11.03% 24.48% 15.590%  $481,863,318

03-04 6/30/02 15.50% 32.55%  21.13% - $535,156,545

Weighted Average Rate for All Groups

25.00%

Q
g 2000%
55

e = 1500%
Qo =

a2

'§-'g= 10.00%
o

8 5.00% 8
.o ]
o

0.00%

93-94 94-95 95 96 96—97 97-98 98-99 99-00 00-01 01-02 02-03 03-04

Fscal Year

' Rates shown are adjusted for payment at the beglnnlng of the year and exclude negotiated “pick ups®

2 Reflects change in ‘benefits for certain member groups

3 Reflects changes in member contribution rates for certain member groups, early retirement incentive
program activity, and methodology with regard to member refunds and employer biékup‘ , ‘

* Reflects revised actuarial and economic assumptions

® After Manager's Proposal

® Reflects non-contingent benefit increases



San Diego City Employees' Retirement System
June 30, 2002 -

Elements of Normal Cost

(Expressed as Percents of Active Payroll)

Général Safe’w | Total

| ééMCe Retirement ’ - 15.05% 25.50% 17.83%
. Vested Deferred Retiremenf ' 1.41% 0.61% 1.15%
Death-in-Service . 023% 0.48%  0.31%
bisabmty | o 212% 5.60% 3.27%
 Contribution Refunds , 0.49%  0.26% 0.41%

. Total Normal Costs 19.30%  30.45%  22.97%
Employee Contributions - 10.02% 12.85% 10.95%
Normal Costs 1 9.28% 17.60%5 1 12.02%

(Mid-yeér contributions assumed for this illustration)

NOTES: In this presentation, Disability costs could be viewed as “overstated” and Service Retirement costs
correspondingly “understated” since ALL costs for accrued benefit service are included and encompass
those eligible to service retire at date of disability grant. :



San Diego City Employees’ Retirement System
' Member Contributions as of June 30, 2002

In addition to City contributions, the system is also funded by employee contributions. The rate at which
members contribute is expressed as a percent of pay and varies according to age of entry mto the
system Please refer to Appendix A for a detailed list of these rates by member group..

‘ Average long-term employee contnbutlon rates for each member group are shown below and reflect :
- Corbett increases. . Co S o

LB Rl June 30,2002 " | June 30,2001"
General Members - 10.02% - 10.01%
Safety'Members.. NS - 12.85% : = 12.84%

All or part of the employee rate is subject to potential “offset” (“pick up”) by the employer. The rates
above are shown prior to any applicable offset. Please refer to page 50 for other relevant assumptions.
Assumed offset amounts by member group are shown for information purposes ONLY.

Estimated Average Offsets

Group - Offset
General
Represented - 5.40%
Non-Represented 6.40 -
Legislative 8.89
Safety
Lifeguards 7.30
Police/Fire : 7.30

Such offset and related accumulated interest are not to be refunded to employees at termination. The
City pick up, contributed to the System, is reduced by anticipated savmgs for reduced employee refunds
prior to being contrlbuted See Comment J in this regard. : _ v

San Diego City Employees' Retirement System 8



Unfunded Actuarial Accrued Liabilify
- June 30, 2002

~ (City Only)

" Derivation of Experiehce Gain _(Loss)

The actuarial gains or losses realized in the operation of the Retirement Association provide an experience
test. Gains and losses are expected to cancel each other over a period of years (in the absence of double-
digit inflation) and sizable year-to-year fluctuations are.common. Detail on the derivation of the actuarial
gain(loss) is shown below. - '

1) UAAL* at beginning of year - " $283,892,737
2) Expéé_te_d beginning of year accrued liability payment (18,172,997)

3) | hferest éccrual o .
((1)-(2))x.08 , 23,765,259

4) Increase in Excludable Reserves 35,066,722

.5') Ekpected UAAL at end of year

(1)-(2)+(3) + (4) | | | | 355,897,715
6) Actual UAAL at end of year o 720,712,870
7) Gain(loss): (5) - (6) | (364,815,155)

8)' Gain(loss) as percentage of actuarial accrued
Liabilities at beginning of year ($2,809,537,745) _ | (13.00%

* Unfunded Actuarial Accrued Liability



San Dlego City Employees' Retirement System
* Unfunded Actuarial Accrued Liability

June 30, 2002

Unfunded Actuarlal Accrued Liability
dTotal actuarial liabilities - o $3,168,921,175

- Assets allocated to funding | $2,448,208, 305
Unfunded Actuarial Accrued Liability ~  '$720,712 870

Elements of Experlence Gain (Loss)

Estimated Gain(Loss) attributed to pay increases . ($25,000,000)

Estimated Gaih(Loss) attributed to investment experience | (312,953,654)

Estimated Gain(Loss) attributed to post-retirement mortality " (203,000)

Estlmated Gam(Loss) attributed to data refinement to include - - -+ 7 (56,404,000)*

the “permissive” purchase service for active ‘and vested

deferred members : o

Estimated Gain(Loss) attributed to data refinements for inactive -+ 6,000,000

members who were refunded their contnbutnons prior to June -

30, 2001 ‘ o

Estimated Gain(Loss) from employee turnover, 23,745,499
pre-retirement mortality and miscellaneous factors

Total Estimated Experience Gain(Loss) ' ($364,815,155)

Qperfénce Gain(Loss) - Comparative Schedule

Valuation Beginning-of-Year  Gain (Loss)

~ Date . Gain (Loss)  Accrued Liabilities = Percentage
6/30/52  $57,952,320  $1,006,299,729  58%
6/30/93 - (42,605,778) ' 1,057,238,917 (4.0)
6/30/94 - (6,744,850) 1,220,830,059 ~ (0.6) . -
6/30/95 (11,370,990) 1,338,279,541  (0.8)
6/30/96 59,592,960 . 1,476,710,662 4.0
6/30/97 . . 38,473,993 1,682,604,532 - 2.3
6/30/98 31,086,010 1,822,432,018 1.7
6/30/99* 29,750,299 1,979,668,038 15
6/30/00 - 286,639,160 2,181,547,453 13.1
6/30/01  (193,168,984) 2,528,773,900 (7.6)

| 6/30/02  (364,815,155) 2,809,537,745  (13.0)

* Beginning with June 30, 1999 valuation experience schedule is City only.

** The total permissive service liability of $77,705,000 less $21 301,000 in new
contributions after June 30, 2001 o

10




- San Diego City Employees' Hetlrement System
Actuarial Balance Sheet ~ June 30 2002

(% in Millions)

PRESENT vALUE'A'ND‘ EXPECTED FUTURE RESOURCES

_ General Safety Total
A. Actuarial t/alue of system assets . 1,163.6  1,284.6 2,448.2 |
B. Present value of expected future
contributions
\ 1. For normal costs o N : . 333.9 300.3 7 634.2
2. For unfunded 'ac_tuarial accrued liability - 332.0 388.7 720.7
3. Totals " © 6659 - 689.0  1,354.9
C. Present value of expected future member : _
contributions ‘ : 360.5 - 219.3 = 579.8
D. Total Present and Expected Future _ : -
Resources ‘ 2,190.0 2,192.9  4,382.9

PRESENT VALUE OF EXPECTED FUTURE BENEFIT PAYMENTS AND RESER\E

General  Safety Total
A. To refirants and beneficiaries - .. 5411 899.3  1,440.4'
* B. To vested and terminated members e 50.2 164  66.6
C. To present active members
1. Allocated to service rendered prlor ‘ , ‘
To valuation date o 9043 7576 1,661.9
2. Aliocated to service likely to be , -
~ rendered after valuation date 6944 5196  1,214.0
3.Totals . © 15987 12772 28759
D. Total Present Value of Expected Future = . i
Benefit Payments 2,190. O 2 1929  4,382.9

' 2001 total, on this page only, was not updated to $1 337.8 but was correctly valued.



~ San Diego City Employees' Retirement System
Funding Progress Indicators
» June 30, 2002

Thefe is no single all-encompassing indicator which measures a retirement system's funding progress and
current funded status. A traditional measure has been the relationship of valuation assets to unfunded
actuarial accrued liability -- a measure that is influenced by the choice of actuarial cost method.

We belleve a better understanqu of fundlng progress and status can be achleved usmg the following

indicators which are independent of the actuarial cost method.

(1) The ratio of assets to the actuarial present value of credited projected benefits allocated in the propor-

tion accrued service is to projected total service -- a plan continuation indicator. The ratio is expected to
increase in the absence of benefit improvements or strengthening of actuarial assumptions. .

(2) The ratio of the unfunded actuarial present value of credited projected benefits to member payroll -- a

plan continuation indicator. In a soundly financed retirement system; the amount of the unfunded actuarial
present value 6f credited projected benefits will be controlled and prevented from increasing in the absence
of benefit improvements or strengthening of actuarial assumptions. However, in an inflationary
environment, it is seldom practical to impose this control on dollar amounts which are depreciating in value.
The ratio is a relative index of conditidﬁ’ where inflation is présént in both items. The ratio is expected to

decrease in the absence of benefit improvements or strengthening of actuarial assurnptions.

© 12




Valuation
Date-

6/30/93
6/30/94" -

6/30/95

6/30/962.
6/30/97 .

6/30/98"
6/30/99

' 6/30/00

6/30/00°
6/30/01
6/30/02

 AAL' - Actuarial Accrued Liability

San Diego City Employees' Retirement System
Funding Process Indicators - Historic Comparison

% in Thousands)

Continuation Indicators

Valuation

Assets

$1,137,019

- $1,216,063

$1,316,903
$1,480,772

$1,632,361

'$1,852,151

$2,033,153

- $2,459,815

$2,459,815

- $2,525,645

$2,448,208

AAL

$1,178,311
$1,290,927
$1,421,150
$1,620,373

- $1,748,868

$1,979,668

- $2,181,547
. $2,343,400

$2,528,774

' $2,809,538

$3,168,921

UAAL - Unfunded Actuarial Accrued Liability

Ratio of Valuation Assets to AAL

100.0%

75.0% A

Funded

Ratio

96.5%

94.2%

92.7%
91.4%

93.3%

93.6%
93.2%
105.0%
97.3%
89.9%
77.3%

UAAL

$41,292

- $74,864
$104,247
$139,602

$116,507.

$127,517

$148,394 -
($116,414)

$68,959

$283,893

$720,713

Historic Compérison of Fuhding Value

“Member
Payroll

Ratio to

$320,624
$338,440
$350,584
$365,089
$382,715

$399,035
$424.516
$448,502
$448,502
$481,864
$535,157

Year Ended June 30

! Reflects revised actuarial and economic assumptions

2 Reflects Manager's Proposal

® Reflects Corbett non-contingent benefit increases

Payroll

12.9%
22.1%

29.7% -
38.2% -
30.4%

32.0%
35.0%
(26.0)%
15.4%

58.9%
134.7%
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San Diego City Employees' Retirement System
Comments & Recommendations
- (Preliminary and Subject to.Change and Internal Review!)
June 30, 2002 |

COMMENT A: The computed actuarial rate increased from 15.59% to 21.13%, primarily due to significant
investment losses. The aggregate actuatial loss was $365 million dollars, which reflects 13.0% of accrued
liabilities as of June 30, 2001. The funded ratio decreased from 89.9% to 77 3%. '

"~ There were no benefit changes or assumption changes incorporated into this valuation. As indicated in
Comment [ in last year’s valuation report, the 89.9% funded ratio was an overstatement since we did not
. have service purchase data for this increasingly popular program. This year, data improvements were
made and permissive service credit service was provided. Without such data rmprovements the funded
ratio would have been 79.2%. . : '

£

COMMENT B: Using the actuarial value of assets, there were investment losses of $312.9 million. For
this purpose, losses are calculated relative to the 8% rnvestment assumption NOT zero. On an actuarlal

basis, the Clty S mvestment return was negative 4.14%. -

Wlthout the 5-‘year smoothlng of the actuanal value of assets, contribution rates would be higher and the
funded ratio lower. - : :

However, the use of smoothing strongly suggests there will be addltronal mvestment Iosses on an actuarlal
" basis next year since all of the |mpact of recent low returns is not yet explicitly reflected in this year’s
numbers. The City’s actuarial value of assets exceeds the City’s apportioned share of market value
' (assets are commingled with Unified Port District) by $248 million dollars. The funded ratio would be
69.4% on the basis of market value.

COMMENT C: There were additional benefits conferred as a result of the amended Manager’s Proposal
~ which was recently ratified.- Bécause both the ratification date and the effective date of such increases
were after June 30, 2002, we .have not incorporated the latest benefit enhancements in this valuation.
However, this will serve to put upward pressure on the computed rate and downward pressure on the
funded ratio when such i mcreases commence to be reflected. ’

The analysis we completed in February 2002 indicated an increase in the normal cost of 1.06% and an
increase in the accrued liability of $42 mrllron based on 2001 census data Such mcreases ‘will initially be
refiected in the 2003 valuation. o ‘

A third factor; in addition to benefit enhancements and deferred investment losses, will put upward
pressure ‘on the 21.13% rate in the 2003 valuation. The 21.13% contribution rate is calculated using
principles of “level” funding. However, since the Manager’s Proposal rate for the current fiscal year is

14




San.Dieg'o City Employees' Retirement System
Comments & Recommendations
June 30, 2002

~ (continued)

10.33%, the 21.13% rate is predlcated on roughly $59 mllllon dollars more in fundlng in fiscal year end -

2003 than will occur under the Manager's Proposal. If every actuarial assumption is exactly met this year,
this fundmg differential would cause the computed rate to increase by 0.75%-0.85%.

COMMENT D: There continues to be large increases in the -average allowance granted new retirees.
There were 292 new retirants (which includes those initially electing DROP) with an average annual
aliowance of $44,581. The average new retirant allowance for the previous two years was $35,054 and
$40,443, respectively. The average allowance for new retirees is close to double that of new retirants in
the 1996 valuation ($24, 460) — just prior to the implementation of the original Manager s Proposal.

COMMENT E: At dlrectlon from the Retlrement Board, we continue to NOT lnclude any Corbett contlngent

_ liabilities in the valuation. If we had included the value of such liabilities, estlmated to be in the $70-76
million range, the funded ratlo would drop roughly 2%. - ’

We offer a comment related to disposition of Surplus Undistributed Earnings. Suppose that your System
earns 0% in the current fiscal year and 16% next year. Our understanding is that a contrlbutlon to Surplus
Undistributed Earnings will be made for the 16% year even though there will be no net gain from
investments over the two-year period. If extra benefits are conferred during the “good” years, then the
median, “after the fact” investment return to finance all other benefits should theoretlcally be
correspondlngly lower. We have addressed this issue in the experience investigation.

' COMMENT F: As antnmpated the number of current DHOP program participants declined sllghtly Clty
membership declined from 547 to 522. There is a maximum DROP period of five years and there was
much initial participation when the program became effective in April 1997. There are also 3 UPD

members in DROP. The annual amounts credited to the 87 new City DROP members averaged $50, 252, |

compared to $48,443 average in the 2001 valuation.

~ Advocates of the 1996 Managers Proposal felt that there would be cost savmgs due to an anticipated

reduction of the average age of the non-DROP active member work force. For funding, DROPs have been ‘_

treated as retirants at the date they initiate their DROP period. Such decrease has clearly not come to
pass. The average age of actives was 41.3 years as of the 1996 valuation. In this valuation, the average
age of the non-DROP actives continued to increase -- 42.4 years compared to 42.1 years in the 2001
valuation. This is evidence of longoing low empioyee turnover, not surpnsmg in view of the hlgh level of
pension benefits.

15
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~San Diego City. Employees' Retirement System

Comments & Recommendations
June 30, 2002

{continued)

COMMENT G: Pursuant to the amended Managers Proposal the City has agreed to pay the followrng
minimum rates (exclusive of pick up):

Fiscal Year End - - City-Paid Rate

.. 2003 - 10.33%
2004 - . 11.89%
2005 12.89%
2006 13.89%
2007 14.89%

2008 15.89%

Part of the updated Manag-er’s Proposal stipulates that additional contributions will be made for Fiscal Year

Ends 2004-2008 if the funded.ratio falls below.82.3% as has occurred in the 2002 valuation. Under the

agreement, the full Projected Unit Credit contribution rate will be paid for the 2009 Fiscal Year End, with
further increases thereafter to get to the Entry Age Normal rate as soon as possible.

The gap between the City-Paid rate and the computed rate has srgmflcantly lncreased in. each of the past
two valuations. The gap is large enough that even if all assumptions are exactly met other factors equal
the computed rate will increase each year as long as a contribution shortfall from the computed actuanal
_rate ex:sts

The actual contribution’ rate for fiscal year end 2004 pursuant to the updated Managers Proposal will be
between 13%-14%, dependrng on final rnterpretatlon of two contractual pomts

COMMENT H One of the many complexntles of the System is that there is a reserve for an Employee
Contribution Rate Increase pursuant to the Manager’s Proposal, currently $40.65 million. As such, a small
part of this reserve account should be transferred into the Member Deposit Reserve each year to pay for
such increase. Our calculations reflect the entire employee contribution amount and are also reflected in
the member rates included in the back of the report. As such, we add the following amounts to the rates

on data provided us, based on our understandlng as to negotiations, pursuant to the Manager’s Proposal -

and Corbett:

Manager’s :

Proposal - Corbett ' Total
General +0.45% +0.16% +0.61%
Police : +0.51% +0.16% +0.67%
Lifeguard +0.55% +0.16% +0.71%
Fire +0.47% +0.16% - +0.63%
Legislative ~0- +0.16% +0.16%
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San Diego City Employees' Retirement System
Comments & Recommendations

June 30, 2002

(continued)

COMMENT I: As in recent years, we continue to work wrth Fletrrement Staff to help resolve certain data
issues. We appreciate the clear improvements this year. To date, 994 General members purchased
4,601 years of “permissive” service. The total average years of service for the General group rncreased
from 10.2 to 10.8 due to this data refinement. 192 Safety members purchased 618 years of service. The
total average years of service for the Safety Group rncreased from 12.4 to 12.6 due to this data
reflnement

The added liabilities associated' with the service purchase was $77.7 million. This data improvement
produced a2% reductron in the funded ratio- and resulted in-a computed rate lncrease of 1.00%.

COMMENT J: The City is phasing in, over a four-year period, a reduction in thé discounts applied to
offsets for anticipated saved refunds. Over the four years, the discount will be reduced from 22% 10 5%
for General members and 7% to 1% for Safety members -

COMMENT K: We have been requested to complete an Entry Age Normal valuatlon annually This year's
Entry Age rate is 23. 16% ' '

COMMENT L: Overall, the financial condition of the retirement system is in adequate condition in
accordance with actuarial principles of level- cost financing. However, all parties should be acutely aware
that the current practice of paying less than the computed rate of contribution will help foster an
environment of additional declines in the fundrng ratios in absence of healthy investment returns

17
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San Diego City Employees' Retirement System
Brief Summary of Benefit Provisions Evaluated
June 30, 2002

Section references refer to Article 4 of the Municipal Code, unless otherwise noted

1. Membership Requirements

Salaried Employees - immediate eligibility upon employment (compulsory). (§24.0105)

2. Monthly Salary Base for Benefits :

“Highest one-year average. (§24.0103), subject to a 10% increase, if the General or Safety Member

- elects such increase in lieu of an increased benefit formula. (Such change is effective as of July 1,

2000 and is being valued in the 2000 valuation). For Legislative Members, there shall be an increase

of 10% in this average, effective as of July 1, 2000. '

3. Service Requirement-
A.  Eligibility S : - ~

1) General Members - Age 62 with 10 years of service, or age 55 with 20 years of service.
(§141 of City Charter) ~ ’

2) Safety Members - Age 55 with 10 years of service, or age 50 with 20 years of service.

v (§141 of City Charter) :

3) Legislative Members - Age 55 with 4 years of service. Reduced retirement with 8 years
of service regardless of age. (§24.0545)

B. | Benefit Formula Per Year of Service

1) General and Safety Members : .
Member choice of formula in place of June 30, 2000 or “Corbett” formula effective as of
July 1, 2000. (§24.0402). See Appendix B.
 2)  Leqislative Members ~ 3.5% (§24.0546). A 2% annual reduction factor applies to
benefits for Legislative members retiring prior to age 55. '
C. Maximum Benefit
1) Safety Members,
'90% of Final Average Compensation (s_ubject to 10% increase).
2) General and Legislative Members - None
D. Unmodified Form of Payment - Monthly payments continued for the life of the member, with
50% continuance to the eligible spouse upon member's death. (§24.0521)

Note: City employees withdrew from Social Security January 1, 1982 (§24.0104). We are
assuming that all future benefits for active members will be determined on a non-
integrated basis. -

Note: Effective July 1, 1991, credited service earmned under the 1981 Péansion System will be

considered equivalent to CERS service for the purpose of benefit calculation (i.e., the
above formulas will apply to 1981 Pension System service).

(Continued on Next Page) - 18



4. Non-industrial Disabilitv'

San Diego City Employees' Retirement System
Brief Summary of Benefit Provisions Evaluated
June 30, 2002

(Continued)

A. Eligibility - Ten years of service. (§24.0501)

B.  Benefit Formula Per Year of Service

1)

2)

General Members - Greater of 1.5% per year of service, one-third of final compensation
(subject to 10% compensation increase), or the earned service retirement benefit.
(§24.0502, §34.0505.1) o
Safetv Members Greater of 1.8% per year of service, one-thlrd of final compensatlon
(subject to 10% compensatron lncrease) or the earned _service retirement beneflt
(§24. 0502 §24.0503.1)

5. Industrial Disability

A. Ellglbmt\[ No age or service requirement. (§24 0501)

B. Benefit
1)

2)

3)

General Members - Greater of one-half of final compensation '(subject to 10%

compens’ationv increase), or the 'earned _‘}service _retirement benefit. (§24.0502,

§24.0504.1)

-Safety Members - Greater of one-half of flnal ‘compensation (sdbject to 10%
‘compensation increase), or the eamned service retirement beneflt (§24.0502, §24. 0503)

leslatlve members - Earned service retirement benefit (§24. 0547)

6. Non industrial Death Before thrble to Retire

Refund of employee contributions with interest plus one month s salary for each completed year of
service to a maximum of six month s salary. (§24 0703) :

7. Non-industrial Death After Eligible to Retire for Service

50% of earned benefit payable to suNiving eligible spouse. (§24.0704.2) -

(Continued on Next Page)
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San Diego City Employees' Retirement System
Brief Summary of Benefit Provisions Evaluated
- June 30, 2002 '

(Continued)

8. Industrial Death - 50% of the final average compensation preceding death payable to eligible
spouse. (§24.0710.2, §24.0706)

9. Death After'Retirerhent
50% of member's unmodmed aIIowance contmued fo eligible spouse. (§24.0521)
) $2 000 payable in Iump sum to the beneflmary or the estate of the retiree.

10. Withdrawal Benefit‘s (§24.0206, §24.0306)

A.  Pre-12/8/76 Hires - f contributions left on deposﬂ entltled to earned beneflts commencing .

anytime after eligible to retire.
B. Post-12/7/76 Hires
1) Less than ten years of service - Refund of accumulated employee contributions with

interest, or may keep deposits in the System and eamn additional interest.
- 2)  Teneor more years of service - If contributions left on deposit, entitled to earned beneflts

. commencing anytime after eligible to retire.

11. Post-retirement Cost-of-Living Benefits :
A.- General Members and Safety - Based on changes in Consumer Price Index, to a

maximuri of 2% per year (§24. 0531)

12. Computed Contribution Rate _ - o
Determined by. the Projected Qnit,Credit Funding,_'Methdd with a 30-year amortization
~ (§24.0801) of Unfunded Actuarial Accrued Liability beginning on July 1, 1991.

(Concluded on Next Page)
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San Diego City Employees' Retirement System
. Brief Summary of Benefit Provisions Evaluated
' June 30, 2002

(Concluded)

i 13.. 'Member Contributions - Vary by age at time of entrance into the system (§24.0201, §24 0301).

While a sngnlflcant portlon of these contributions are “picked up”, such plckups are not directly
- reflected in either the employee contributions or related refund calculations.

14. Internal Revenue Code Compliance

‘Benefits provided by the Plan are subject to the Ilmltatlons set forth in Section 415 m accordance
with the "grandfather" electlon in Sectron 415(b)(1 O) of the Internal Revenue Code..

‘NC')TE: The summary of rnajor plan provisions is designed to ouﬂine principal plan benefits. If the City
should find the plan summary not in accordance with the actual provisions, the City should alert
the actuary IMMEDIATE‘LY_ so all parties can be sure the proper provisions are valued.
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San Diego City Employees' Retirement System

Summary of Reported Asset Information
* Submitted for the June 30, 2002 Valuation

Market Value of

Reported Assets Reserves

Cash/Short-term $243,596,793 Member Deposit Reserve $372,129,066
Domestic Stocks 935,859,657 DROP Reserve - 97,430,035
International Stocks 379,798,539  -Employer Reserve 459,073,155
Bonds . 687,237,643 Retired Members Reserve 1,289,713,478
Mortgages 1,515,530 - General Reserve 109,160,143
Real Estate 267,360,092 Undistributed Reserve (18,748,424)
Receivables 71,249,804 Encumbrance Reserve 3,910,512
Miscellaneous 23,005,214 Supplemental Benefit Reserve 3,714,211
B v , . :  Receivables Reserve 6,577,586
Total Market Value . - $2,609,623,272  Fixed Assets Reserve . 290,737
: ST Retiree Health Insurance Reserve 14,317,073
401(h) Reserve : 17,873,395
Supplemental COLA Reserve 129,944,109

City Changes Reserve 82,498,325
UPD Changes Reserve © 4,272,283
Employee Cont. Rate Inc. 40,650,714
NPO Reserve 39,230,748
Payables 79,519,306

Total Reserves
Unrealized Appreciation -

- Total Market Value

(Continued on Next Page)

$2,631,556,452
(21,933,180)

$2,609,623,272



. San Diego City Employees' Rétirement System

Summary of Reported Asset Information
Submitted for the June 30, 2002 Valuation

(Continued)

Revenues and Disbursements in Fund Balances

Total Resérves - Beginning of year

Revenues

- . Employees' contributions -
Employees' DROP contributions
Employer contributions
Employer DROP contributions

~Offset contributions -

DROP Monthly Pension Allowances .v

- DROP Supplemental Benefit
Income - Investment *- -
Income - Other
To Liability Reserve

Total Revenues to Liability Reserve -

Disbursements ‘ ' .
Monthly Retirement Allowances

Monthly Retirement Allowances - DROP
Monthly Ret. Allowances - Supp. COLA -

Health Insurance Payments

. Supplemental Benefit Payments -

Corbett Retro Payment
(6/01-7% contingent payment)

Andrecht Retro Payments

DROP Payments to Members

DROP Payments to Beneficiaries

Death Benefits

. Refunds of Member contributions

Administrative Expenses .
Depreciation Expense
Total Disbursements

Total Reserves - End of Year
Net Unrealized Appreciation

Total Market Va_Iue

$2,71 5,636,690

$53,546,085

1,094,832 .

49,962,365

1,095,653
28,794,143

| 27,234,698

467,587
49,082,292 -

459,087

- (126,114,144)

$85,622,598

$93,298,959-

27,234,698
4,434,946
8,882,138
3,627,495

5,265,570

1,547,472
5,134,456
126,495
367,682
994,740

18,752,807

35,378

$169,702,836

$2,631,556,452

(21,933,180)°

$2,609,623,272

Valuation assets are developed on the following page..
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- San Diego City Employees' Retirement System
- Development of Actuarial Value of Assets
Year Ending June 30, 2002

The actuarial valuation of the System as of June 30, 2002 was based on the unaudlted Statement of
Assets and Liabilities and additional reconciliations provnded by the Retlrement Offlce

The total book value of appllcable assets for the valuatlon of the System as of June 30, 2002 was

determined as follows

| 1) Total book \}alue of assets. . ..., .. _ S - $2,631,556,452
2) Less reserves and liabilities excluded from valuation L _
~ a. Liabilities (other than PPE Conversion Liability) T 79,276,420
b. Reserve for supplemental payments _ 3,714,211
c. Reserve for Retiree Health Insurance : R 14,317,073
d. Reserve for Post Retirement Health Care : . 17,873,395
e. Reserve for DROP contributions 97,430,035 .
f. Reserve for Employee Contribution Rate Increase - - 40,650,714
g. Reserve for Supplemental COLA - o A 29,944,109
h. Total Excludables: Sum of a. throughg.- o - 283,205,957
Net applicable assets as of June 30, 2002: 1)-2)h. ) | $2,348,350,495

The net applicable assets (book value) along with the correspondlng market value was used to determine

an actiarial value of assets, as shown on the following page.

(Concluded on Next Page)
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-San Diego City Employees’ Retirement System
Development of Actuarial Value of Assets
Year Ending June 30, 2002

(Concluded)

(@) b)
o _ Net Market Value = Net Book Value (a)/ (b)

1. Market Value as a percentage

of book value of assets:

a. June 30, 2002 $2,326,417,315 = $2,348,350,495 99.07%

b. June 30, 2001 2,433,217,521 2,341,407,593 103.92%

c. June 30, 2000, 2,514,858,618 2,245,019,575 - 112.02%

d. June 30,1999 . .. - 2,196,756,520 1,868,267,506 117.58%

e. June 30, 1998 .. - - 2,069,293,140 - - 1,744,483,835 - 118.62%
2. Average percentage for most .

recent 5-year period 110.24% .
3. Current net book value of assets $2,348,350,495
4. Preliminary actuarial value ' : :

*(3) : : . ‘ 2,588,821,586

of assets: (2)
5. Actuarial value of ’assets': item 4, 2,588,821,586
adjusted to be within 20%
of market value

Valuation assets, for purposes of cost development were allocated among groups in accordance with their
relative proportions of applicable reserves reported at book value. '

Book Value
Member Group of Reserves Assets Used
General $999,206,004 $1,160,693,938
Legislative 2,525,096 2,933,193
Safety 1,105,856,747 1,284,581,174
Unified Port District 121,049,684 : 140,613,281
Total $2,588,821,586

Valuaﬁon

$2,228,637,531
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San Diego City Employees' Retirement System

Re_ti'rants and Beneficiaries June 30;' 2002

General Members

Allowances Being Paid as of July 1, 2002

: Annual
Type of Allowance Annual No. Allowances
Service Retirement
Life Annuity Only 494 $9,782,328
Cash Refund Annuity 78 1,321,050
Joint & 100% Survivor Q99 2,959,611
-Joint-& 50% Survivor
Automatic 1,293 26,087,303
Elected 7 162,149
Option 4' 2 90,056
Social Security Option 22 344,660
Total Service Retirement 1,995 $40,747,157
Disability Retirement o
Life Annuity Only 155 1,703,381
Cash Refund Annuity 5 64,692
Joint & 100% Survivor . =
Automatic 0 - 0
Elected 12 163,472
Joint & 50% Survivor o
Automatic ' 256 3,064,004
Elected 1 8,751
Option 4 - 2 29,516
. Social Security Option -1 3,712
Total Disability Retirement 432. - $5,037,528
Death Before Retirement 9 93,690
Death After Retirement :
Service Retirement 444 2,606,699
Disability Retirement 119 698,182
Total Death After Retirement 563 $3,304,881
~ Total Allowances Being Paid 2,999 $49,183,256

' §24.0607 of the San Diego Municipal Code allows, upon approval of the Board, other
benefits that are the actuarial equivalent of the retirement aliowance.



San Diego City Employees' Retirement System

Retirants and Beneficiaries June 30, 2002

Safety Members

Allowances Being Paid as of July 1, 2002

- Annual
~ Type of Allowance Annual No. ~ Allowances
Service Retirement
Life Annuity Only 144 5,694,138
Cash Refund Annuity 24 - 1,040,707
- Joint & 100% Survivor 91 4,602,878
Joint & 50% Survivor .
Automatic 776 36,632,408
Elected 4 233,585 .
Option 4' - 9 ~ 379,325
Social Security Option 0 0
Total Service Retirement 1,048 48,583,041
Disability Retirement
Life Annuity Only 163 3,405,180
Cash Refund Annuity 5 196,808
Joint & 100% Survivor ‘ g
Automatic ' 37 271,840
Elected 23 871,388
Joint & 50% Survivor. _
Automatic 584 15,828,491
Elected 1 33,158
Option 4" 2 72,564
~Social Security Option 0 0
" Total Disability Retirement 815 20,679,429
Death Before Retirement 33 ' 505,391
Death After Retirement
Service Retirement 150 1,612,424
Disability Retirement - 98 991,035
Total Death After Retirement 248 2,603,459
- Total Allowances Being Paid - 2,144 72,371,320

! §24.0607 of the San Diego Municipal Code allows, upon approval of the Board, other
benefits that are the actuarial equivalent of the retirement allowance.
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San Diego City Employees" Retirer'ne'nt Sys@tem.
Retirants and Béneficiéries June 30, 2002
- Total Members
Allowances Being Paid as of July 1, 2002

o Annual
Tvpe of Aliowance ~ AnnualNo. - Allowances
Service Retirement
 Life Annuity Only 638 . $15,476,466
- Cash Refund Annuity ' 102 . . 2,361,757
Joint & 100% Survivor 190 . 7,562,489
Joint-& 50% Survivor : _
Automatic ' 2,069 62,719,711
‘Elected , : 11 395,734
Option4' .. . = 1 469,381
Social Security Option =~ -~ . 22 344,660
Total Service Retirement ’ 3,043 $89,330,198
Disability Retirement . : _
Life Annuity Only _ 318 5,108,561
- Cash Refund Annuity 10. ' 261,500
Joint & 100% Survivor ' - ) _
~Automatic | 87 . 271,840
Elected . 35 1,034,860
~Joint & 50% Survivor : ' R
~ Automatic 840 . 18,892,495
" Elected 2 41,909
Option 4' | 4 - 102,080
Social Security Option - ' 1 3712
Total Disability Retirement - 1,247 $25,716,957
Death Before Retirement ' 42 599,081
Death After Retirement L _
Service Retirement | 594 4,219,123
Disability Retirement : 217 1,689,217
Total Death After Retirement - 811 $5,908,340
Total Allowances Being Paid - 5143  $121,554,576

' §24.0607 of the San Diego Municipal Code allows, upon approval of the Board, other
benefits that are the actuarial equivalent of the retirement allowance.
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.San Diego City Employees' Retirement Sys‘tem,
Retirants and Beneficiaries - Comparative Statement

Valuation _ Annual  /Average ~ ~ Percent; PresentValue Percent
Date No. Allowances: = Allowance 'Increase .  of Allowances Increase

1

6/30/94 3,920 $51,503,636  $13,139 $565,913,075 5.2%
6/30/95 3,966 $54,404,975 : $1. $605,776,749 7.0%
6/30/96 4,052 $58,224,674 $647,228,431 6.8%
6/30/97 4,123 $62,672,105 $699,534,837 8.1%
6/30/98 * 4,419 $76,507,181 $885,585,652 26.6%
6/30/99 ° 4,657  $87,823,437 $1,026,394,505 15.9%
6/30/00 4,789 $95,348,751 $1,114,872,745 8.6%
6/30/00 4,789 $95,348,751 $1,170,074,966 ° 14.0%
6/30/01°" - " 5012  $112,637,558 = $22,474 $1,337,799,454 14.3%
6/30/02 5143  $121,554,577 - $23,635 $1,440,392,422 7.7%

' Reflects revised actuarial assumptions

2 Reflects increased activity due to DROP program X

3 Reflects non-contingent Corbett benefit increase and estimated value of retroactive payments and increased
DROP._‘p’)ayments '

125 , -
115 . /.,/l
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San Diego City Employees' Retirement System
~ Retirants and Beneficiaries June 30, 2002
Tabulated by Attained Ages and Year of Retirement

General Members

L Age Groups : ‘
0-49.  50-59 60-64 65-69-  70-74 75-79 80-89 90+ .
Before : ' , ;
1983 0 23 22 22 40 109 485 - 117
1983 0 2 2 1 3 26 52 1
1984 1 5 1 4 6 - 26 - 52 w1
1985 2 3 0 7 12 28 44 0
1986 1 3 3 2 14 30 28 -0
1987 1 3 3 2 29 28 24 0
1988 0 - 4 4 3 © 28 39 © 15
. 1989 2 '3 1 13 .26 - 49 9
1990 0 5 1 13 28 43 8
1991 5 2° 2 16 43 25 .0
1992 4 4 3 19 .29 19 4
1993 8 5 7 42 50 35 4 0
1994 5 14 6 13 20 6 R 0
1995 13 4 11 . 22 36 2 2 -0
1996 9 10 16 24 " 16 4 1 0
1997 12 13 .22 29 16 2 1 0
1998 12 13 49 32 16 0 0" 0
1999 10 37 43 43 11 4 0 0
2000 14 59 30 35 10 0 0 0
2001 15 93 77 . 33 7 2 0 0
2002 - 1 51 58 21 4 1 0 0
TOTALS 115 356 361 396 444 478 730 119

While not used in the financial computations, the following group averages are computed and shown
because of their general interest.

Age at Retirement:
Attained Age:
Annual Pension:

58.0
71.1
$16,400

©oocoo

- Totals

818

87 -

96
96
81
90

93
103
98
93
82

151
65
90
80
95

122

148
148
227
136

2,999
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San Diego City Employees' Retirement System
Retirants and Beneficiaries June 30, 2002
Tabulated by Attained Ages and Year of Retirement

Safety Members

Age Groups
_ 0-49. ~ 50-59 60-64 65-69 70-74  75-79  80-89 90+ Totals
“ Before : ‘ :
1983 7 97 60 57 82 121 222 51 . 697
1983 2 8 1 3 17 12 2. 0 45 :
1984 0 4 3 6 19 3 1 0 36
1985 3 9 4 5. 12 2 0 o . 35
1986 1 8 - 5 12 15 2 o} 0 43
1987 3 7 3 9 7 3 2 0 34
1988 3 4 5 11 9 0 1~ 0 33
- 1989 3. 1 18 17 4 2 1 0 56
- 1990 -9 - 10 . 11 - 17 3 0 0 0 50
1991 - 11 9 5 22 4 - 0 0 0 51
1992 8 11 13 11 0 0 0 0 43
1993 13 19 55 64 3 1 0 0 155
1994 17 13 8 2 0 0 0 - 0 40
1995 11, 15 18 1 0 0 0 0 45.
1996 16" 19 12 5 0 0 0. 0 52
1997 16 25 . 25 6 2 0 0: 0 74
1998 11 . 43 26 0 0 0 0. 0 80
1999 20 . 100 29 4 1 0 0:: 0 154
2000 12 111. 20 0 0 0 0 1 144
2001 14 106 14 0 0 0 0. 0 134
2002 7 104 - 29 3 - 0 0 0 0 143
TOTALS 187 733 364 . 255 - 178 - 146 . 229 52 .., 2,144

While not used in the financial ‘c':o'rriputétions, the following group averages are cor'fipUtéd and shown ~
because of their general interest. : :

Age at Retirement: 49.2
Attained Age: 63.1
Annual Pension: $33,755
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San Diego City Employees' Retirement System

Tabulated by Attained Ages and Year of Retirement

Retirants and Beneficiaries June 30, 2002 -

- Total Members

, ~ Age Groups .
: 0-49 50-59  60-64 - 65-69 70-74  75-79  80-89 90+
Before _ _
. 1983 7 120 82 79 122 230 707 168
1983 2 10 3 4 20 38 54
1984 1 9 4 10 25 29 53
1985 5 12 4 12 24 30 44
1986 2 11 8 14 29 32 28
1987 4 10 6 11 36 31 26
1988 3 8 9 14 37 39 16 0
1989 5 14 19 30 30 51 10 0
1990 9 15 12 30 31 43 8 0
1991 16 11 7 38 47 25 0 0
1992 12 15 16 30 29 © 19 4 0
1993 21 24 62 106 53 36 4 0
1994 22 27 14 15 20 6 1 0
1995 24 19 - 29 23 . 36 2 2 0
1996 25 - 29 28 29 - 16. 4 1 0
1997 28 38 47 35 18 2 1 0
1998 23 56 - 75 32 16 0 0 0
1999 30 137 72 47 12 4 0. 0
2000 26 170 50 35 10 0 0 1
2001 29 199 91 33 7 2. 0 0
2002 8 155 87 24" 4 1 0 0
TOTALS 302 1,089 725 651 622 624 959 171

While not used in the financial computations; the following group ra§/erages are computed and shown

because of their general interest.

Age at Retirement:

Attained Age:
Annual Pension:

54.2
67.7
$23,635

OO O -+ =
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San Diego City Employees' Retirement System .

No.

GENERAL MEMBERS

General

6/30/02-
6/30/01
Percent Increase

-Legislative

- 6/30/02
6/30/01

Percent Increase

- Total General

6/30/02
6/30/01
Percent Increase

7,632

7,175

6.4%

10
8
25.0%

7,642
7,183
6.4%

Summary of Active Members
in the June 30, 2002 Actuarial Valuation

Averages
, - Including
Annual Annual Purchased
- Compensation Compensation Age Service Service
$357,715,723 $46,871 43.3 10.2 10.8
317,556,435 | 44,259 43.0 10.1
12.6% 59% - '
- 774,561 77,456 46.2 6.8 8.9
505,918 63,240 453 53
53.1% 22.5% ‘
358,490,284 46911 433 102 1038
318,062,353 44,280 43.0 10.1
12.7% 5.9% :

994 General members purchased 4,601 years of service
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San Diego City Employees' Retirement System
Summary of Active Members
in the June 30, 2002 Actuarial Valuation

5.270’ 11.1%

192 Safety members purchased 618 years of service

Averages
» Including
v Annual Annual Purchased
No. = "Compensation Compensation Age Service Service
SAFETY MEMBERS
- Police
' 6/30/02 1,914 7 . $122,117,880 '$63,802 39.3 12.2 ~12.3 ..
6/30/01 1,882 114,353,080 60,761 39.1 12.0
Percent Increase - 1.7% _ 6.8% 5.0%
Fire - -
- 6/30/02 * - 766 - 49,722,904 - 64,912 41.2 13.5 14.0
. 6/30/01 747 45,265,809 ‘60,597 41.3  13.6
Percent Increase  2.5% . 9.8% 7.1%
Lifeguard
- 6/30/02 87 4,825,477 55,465 36.9 7.9 7.9
- 6/30/01 80 4,182,077 52,276 36.7. - 7.9
Percent Increase  8.7% 15.4% 6.1%
Total Safety
6/30/02 . 2,767 _ 176,666,261 63,848 39.8 12.4 12.6
6/30/01 2,709 163,800,966 60,465 39.6 12.3
Percent Increase  2.1% _ 7.9% 5.6%
Grand Total
6/30/02. 10,409 $535,156,545 $51,413 424 108 113
6/30/01 9,892 481,863,319 48,712 421 10.7 '
Percent Increase - 5.5% ‘
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- San Diego City' Employeeé'_Retirement System

- Summary of Inactive Members -
- in the June 30, 2002 Actuarial Valuation

Inactives - Member -~ Averages

Inactive < 10years Contribution Contribution Age at
Members of service Balance Balance @~ Age  Serice Termination
General Members ‘ '
6/30/02 1,328 1,000 $20,624,978 $15,531 43.4 6.3" 38.4
6/30/01 1,271 947 18,443,339 = 14,511 43.2 6.6 38.6
Percent Increase ~ 4.5% 5.6% 11.8% = 7.0%
Safety Members. . - . - : . ,
6/30/02 171 107 5,183,571 30,313 - 40.9 752 34.9
6/30/01 o 167 . 101 5,058,289 30,289 40.8 8.0 355
Percent Increase ~  2.4% 5.9% - 2.5% 0.1% -
Total City ' » : -
6/30/02 1,499 11,107 $25,808,549 . $17,217 431 - 64° 380
6/30/01 1,438 1,048 23,501,628 16,343 42.9 6.8 38.2

Percent Increase 4.2% - 5.6% 9.8% - 53%

There are 58 inactive members with 243 years of service purchased

' 8.5 with purchased service included
2 7.6 with purchased service included
_ 2 6.6 with purchased service included
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ACTUARIAL COST METHODS, ACTUARIAL ASSUMPTIONS
AND

" DEFINITIONS OF TECHNICAL TERMS




San Diego City Employees' Retirement System
Actuarial Cost Methods - June 30, 2002

Normal cost and the allocation of benefit values between service rendered before and after the valuation

date were determined using the Projected Unlt Credit actuarial cost method.

Financing of Unfunded Actuarial Accrued Liability. The balance of unfunded actuarlal accrued liabilities

* was amortized by level (principal & interest combined) percent of payroll contnbutlons over the 30-year
period beginning July 1, 1991 (19 years remaining).

Active member payroll in aggregate was assumed to lncrease 4.25% a year for the purpose of determining
the Ievel percent contrlbutlons although rndlwdual annual compensatlon mcrease rates wrll mcrease by at-

least 4.75% per year for the purpose of pro;ectlng |nd|v1dual benefits; -

Deferred Member Actuarial Accrued Liability. Typically, data provided includes date of hire, date of birth,

date of termination, and last pay. Based on the data reported, service credit, highest average salary, and
- deferred retirement age were estimated. The estimates were used to compute the retirement benefit,
upon which the liabilities are based. For those members without sufficient data, accumulated member
-contribution balances, with interest, were used as the actuarial accrued llabillty.v
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San Diego City Employees' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

The contribution requirements and benefit values of the Fund are calculated by applying actuarial
assumptions to the benefit provisions' and member information furnished, using the actuarial cost methods
described on the previous page. |

The principal areas of financial risk which require assumptions about future experiences are:

(i) long-term rates of investment return to be generated

by the assets of the Fund. ‘

(i)~ patterns of pay increases to members.

(iii) * “rates of mortality among members, retirants, and beneficiaries.

(iv) rates of withdrawal of active members (without '
entitlement to a retirement benefit).

{v) rates of disability among members.

(vi) the age patterns of actual retirements.

In making a valuation, the monetary effect of each assumption is calculated for as long as a present

covered person survives -- a period of time which can be as long as a century.

Actual experience of the system will not coincide exactly with assumed eXperience, regardiess of the
choice of the assumpti’ons, the skill of the actuary and the'precision of the mariy calculations made. Each
valuation provides a complete recalculation of assumed future expérience and takes into account all past
differences between assumed and actual experience. The result is a continual series of adjustments to
the computed contribution rate. From time to time it becomles appropriate to modify one or more of the.
assumptions, to reflect experience trends (but not random year-to-year fluctuations).

(Continued on Next Page) 42




San Diego City Employeés' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

The investment return rate used for the actuarial valuation calculations was 8.0% a year, net of
administrative expenses, compounded annually. This assumption is used to. equate the value of payments
due at different points in time. The rate is comprised of two elements:

Inflation 4.25%

Real Rate of Return - 3.75%
Total : - 8.00%

Administrative expenses have aVeraged 0.2%.over the last three valuations. Since the 8.0% assumed rate
of return is currently net of administrative expenses, the comparable gross rate would be 8.2%. Currently,
no administrative expenses are explicitly recognized in the valuation.

The Inﬂatioh rate used for the actuarial valuation calculations was 4.25% per year compounded annually.
It represents the difference between the investment return rate and the assumed real rate of return.

Inflation actually experienced, as measured by the Consumer Price Index for urban wage earners, has

been as follows: :
Consumer Price Index

Urban Wage Earner and Clerical Workers Before 1978
All Urban Consumers After 1977
10 Year Moving Averages

. June 30, 1962 1.3%
June 30, 1972 3.3%
June 30, 1982 8.8%
June 30, 1992 3.8%
June 30,2002 = 2.5%

50-Year Average 3.9%

Interest credited to member contributions is 8.0%, compounded annually.

Salary increase rates used to project current pays to those upon which a benefit will be based are
represented by the following table. Rates do not vary by age, but do reflect an added merit component,
starting with the 1998 valuation, for those with 0-4 years of service at the valuation date.

Inflation - 4.25%

Merit and Longevity 0.50%
Total ‘ _ : 4.75%
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San Diego City Employees' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

(Continued)
The additional merit component is:
Years of
Service at
Valuation
Date = General Safety
0 4.5% 6.5%
1 3.5% : 5.5%
2 2.5% 4.5%
3 1.5% ‘ 3.0%
4

0.5% : 1.5%

The assumed, annual cost-of-living adjustment is generally 2% per annum, compounded. There is a closed

group of 147 special safety officers whom we assume an annual adjustment equal to inflation (4.25% per
year). ' ' _ '
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~ San Diego City Employees' Retirement System

Actuarial Assumptions Used for the June’éo, 2002 Valuation

10.0%

8.0% -
6.0% T+
4.0% -

1 2.0% 1

0.0%

-2.0% +

-4.0%

(Continued)

Salary Increase Analysis

- 6/98 6/99 6/00 - 6/01 6/02  3-YrAvg 5-YrAvg

Cinflation E==3Merit Pay Increase —&— Average Pay Increase

Percent

Percent

Valuation Date. . No.

6/30/92
6/30/93
6/30/94
6/30/95
6/30/96

6/30/97
6/30/98
6/30/99
6/30/00
6/30/01
6/30/02

8,991  $312,490,764 9.2%  $34,756 3.9%
8,615  $320,623,685 2.6%  $37,217 ' 7.1%
8,893 $338,440,247 56%  $38,057 = 2.2%
9,060  $350,583,835 3.6%  $38,696 1.7%
19,198  $365,088,750  4.1%  $39,692 2.6%
9,312  $382,715,084 4.8%  $41,099 - 8.5%
9,359  $399,035,094 43%  $42,637 3.7%
9,654 - $424,515,969 6.4%  $43,973 3.1%
9,913  $448,501,827 = 57%  $45.0244 '2.9%
9,802  $481,863,319 7.4%  $48,712 7.7%
10,409  $535,156,545 11.1%  $51,413 5.5%

. Total Payroll Increase Average Salary - Increase
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San Diego City Employees' Retirement System
. Actuarial Assumptions Used for the June 30, 2002 Valuation

- (Continued)

25.0%

20.0%

15.0%

10.0%

. 8.0%

0.0%

-5.0%

-10.0%

6/30/98 6/30/99 6/30/00 6/30/01 6/30/02 3-YrAvg  5-Yr Avg

Ersy
DR

inflation MMM Real Rate of Return —A— Investment Return Rate
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San Diego City Employees' Retirement Association
Comparison of Selected Actuarial Assumptions To Actual Experience

(Continued)

The salary increase assumptions project annual increases in total member payroll of 4.25%, the inflation

portion of the individual pay increase assumptions. In effect, this assumes no change in the number of active

members. Changes actually experienced in areas related to these assumptions have been as follows:

Year Ended
6/30/02 6/30/01 6/30/00 © 6/30/99 6/30/98

inflation’ | . 2.9% 57%  47% = 3.4% 1.4%

Total Payroll

v

S ST S

Real Rate of - (7.0) (1.8) 167 84 124
Investment Return ‘

Administrative Expenses®

(Percentage of assets)

Based on Consumer Price Index for San Diego, All items, 1982-84:1007 |
Reduced from 4.5% for 1998 valuation. '
‘Increased from 3.5% for 1998 valuation.

Based on actuarial value of assets NOT market value or b_ook value.
Excluding Investment Fees.
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San Diego City Employees' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

(Continued)

Rates of separation from active membership are shown below (rates do not include separation on account

of retirement or déath). This assumption measures the probabilities of members remaining - in

employment.
% 'of Active Members
Separating Within Next Year
Disability’ Other?

Sample  Years of N . ' | _ General ' Years of  Sample
- Ages . Service' ‘General Safety Male ; Female  Safety . -Service . - Ages
VI . 43%  7.3%  44% 0 Al

| 1 | 4.3 7.2 4.4 1

2 4.3 7.0 4.3 2

3 4.3 6.9 4.1 3

4 4.2 6.3 4.0 4
20 58&Over - 0.6%  .54% 4.0 5.6 32  58&0ver 20
25 08 60 40 5.6 3.2 : 25
30 10 .65 3.7 42 22 30
35 16 71 32 26 1.4 35
o 22 90 21 .20 06 40
45 . 33 1.15 1.7 16 03 - . 45
50 - 50 1.25 1.3 1.3 0.1 - 50
55. 75 1.50 0.9 10 00 55
60 97 0.00 0.0 0.0 0.0 ' 60

* 170% of the General Disabilities and 100% of the Safety Disabiities are assumed to be Industrial. Non-

industrial disability is subject to service requirement.

2 20% of terminating employees, with 10+ years of service at termination, are assumed to

subsequently work for a reciprocal employer and receive 4.75% pay increases per year.

| (Cohtinued on Next Page)
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San Diego City Employees' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

| (Cohtinued)

The post-retirement mortality table used was the 1994 Uninsured Pension Mortality Table, set back 2

years for retirees and set forward 5 years for disability retirees. This assumption is used to measure the
probabilities of members dying after retirement and the probabllltles of each beneflt payment being made
after retirement. Related values are shown below. |

Future Life Expectancy (Years)

» Retirants _
Sample Ages Men . Women Disabilitants
45 ss07 40.44 30,01
50 3137 35.64 25.49
55 2678 30.90 21.20
60 2238 26.27 17.26
65 18.28 : 21.86 13.77
70 - 14.61 17.80 10.66
75 11.35 14.03 7.97
80 8.48 10.61 586

The active member mortality assumption measures the probability of mortality before retirement. The
rates include probability of ordinary death, service death, and death while eligible for retirement or

- disability. _
Members Dying Within the Next Year
_ Service Retirants &
‘ Active Members Beneficiaries
Sample General Sample
Ages Men Women Safety Ages Men Women
30 .07% .03% .07% 45 0.15% - 0.09%
35 .09 .04 .09 . 50 0.23 0.13
40 - .09 .05 . .09 55 0.39 0.21
45 .12 .08 .12 60 068  0.36
50 a7 10 17 65 ' 1.23 0.72
55 .28 - .15 28 - 70 2.14 - 1.26

All active member deaths are assumed to be duty-related for Safety members and not duty-related for
other members :
(Continued on Next Page)
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San Diego City Employees' Retirement System
Actuarial Assumptions Used for the June 30, 2002 Valuation

The rates of retirement used to measure the probability of eligible active members retiring during the next

yea

Retirement

For vested deferred members, we assume that retirement will occur prowded they have 10 years of service (4

r.

Ages

50
51

52

53
54

55

56

57
58
59

60
61
62
63
64

65
66
67
68
69
70

(Continued)

Percent of Members Retiring
Within the Next Year

Safety
Members

©10%

10
10
10
20

40
40
40
50
80

85
90
100
100
100

100
100
100
100
- 100
100

for Legislative members) on the later of attained age or:

General members:
Legislative members:
Safety members:

If the inactive member is not vested, the liability is the return of the member's employee contributions with

; interest.

Earlier of age 62 or age 55 and 20+ years of service

Earlier of age 55 or age 53 and 8+ years of service

, "Earlier of age 55 or age 50 and 20+ years of service

- General Legislative Members
Members Men - Women
% % %
- 15 15
- 1 1
20 5 6
10 3 3
10 4 ' , 4
15 5 ' 4
15 6 5
20 80 60
25 . 25 _ 25
50 - 39 29
40 ‘ 23 25
25 34 '35
50 70 , 60
40 o 70 : 65
40 75 - 70
40 : 80 80
40 ‘ 90 . : 90"
100 100 100
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San Diego City Employees' Retirement System

Actuarial Assumptions Used for the June 30, 2002 Valuation

(Concluded)

Member refunds All or part of the employee contribution rate is subject to potentlal "pick up" by the

| employer. Such pick up and related accumulated interest are not to be refunded to employees at
termination. The City's liability for potentral refunds is reduced to reflect this. .

* Rates provided in the census apply to salary amounts over $400 per month in the case of employees with
integrated benefits. ‘Rafes applicable to the flrst $400 per month of salary are not provided. Due to the
small portion of salary to which a different rate is applied and the substantial portion of total member
'contnbutlons subject to- employer pick up, rates provided were assumed, for simplicity, to apply to total
salary.

Survivor Benefits. Marital status and spouses' census data were imputed with respect to active and

deferred members.

Marital Status: ~ 80% of men and 50% of women were assumed married at
‘ - retirement.
Spouse Census: Women were assumed to be 4 years younger than men.

Member Contributions for Spousal Continuance. “Municipal Code §24 0521 dictates that all active

members contribute towards a 50% survivor continuance. However, it also provides that members -
‘unmarried at retlrement may either be refunded that specific part of their contributions, or they may leave
such contributions on account and receive an lncremental benefit that is the actuanal equivalent of such

contrlbutrons
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'DEFINITIONS OF TECHNICAL TERMS

Actuarial Accrued Liability. The difference between the actuarial present value of system benefits and the

actuarial value of future normal costs. Also referred to as "accrued liability" or "actuarial liability".

Actuarial Assumptions. Estimates of future experience with respect to rates of mortaiity, disability,

turnover, retirement, rate or rates of investment income and salary increases. Actuarial assumptions
(rates of mortality, disability, turnover and retirement) are generally based on past experience, often
modified for projected changes in conditions. Economic assumptions (salary increases and investment
income) consist of an underlying rate in an inflation-free environment plus a provision for a long-term

average rate of inflation.

Accrued Service. Service credited under the system which was rendered before the date of the actuarial

valuation.

Actuarial Equivalent. A single amount or series of amounts of equal actuarial value to another single -

amount or series of amounts, computed on the basis of appropriate actuarial assumptions.

Actuarial Cost Method. A mathematical budgeting procedure for allocatihg the dollar amount of the
actuarial present value of retirement system benefits between future normal cost and actuarial accrued

liability. Sometimes referred to as the "actuarial funding method".

Actuarial Gain (Loss). The difference between actual experience and actuarial assumption anticipated

experience during the period between two actuarial valuation dates.

Actuarial Present Value. The amount of funds currently required to provide a payment or series of
payments in the future. It is determined by discounting future payments at predetermined rates of interest,

and by probabilities of payment.

Amortization. Paying off an interest-discounted amount with periodic payments of interest and principal -

as opposed to paying off with lump sum payment.
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DEFINITIONS OF TECHNICAL TERMS
(Continued)

Normal Cost. The actuarial present value of retirement system benefits allocated to the current year by
the actuarial cost method. -

Pension Benefit Obligation. A standardized disclosure measure of the present value of pension benefits,
adjusted for the effects of projected salary increases, estimated to be payable in the future as a resuit of
empioyee service to date. o

Unfunded Actuarlal Accrued Liability. The difference between actuarial accrued liability and valuatlon
assets. Sometimes. referred to as “unfunded actuanal Irablhty" or "unfunded accrued liability".

Most retirement systems have unfunded actuarial accrued liability. They arise each time new benefits are
added and each time an actuarial loss is realized.

The existence of unfunded actuarial accrued liability is not in itself bad, any more than a mortgage on a
house is bad. Unfunded actuarial accrued liability does not represent a debt that is payable today. What
is important is the ability to amortize the unfunded actuarial accrued liability and the trend in its amount
(after due allowance for devaluation of the dollar). Unfunded actuarial accrued liability must be controlled.
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APPENDIX A:
MEMBER CONTRIBUTION RATES




San Diego City Employees' Retirement System
June 30, 2002 Actuarial Valuation
General Member Contribution Rates

Normal Normal

Plus Cost- Plus Cost-

Entry Of-Living Entry Of-Living
Age Rates - Age Rates

16 8.61% 37 10.65%
17 8.61 38 10.78
18 © 8.61 -39 10.91
19 8.61 40  11.05
20 8.61 41 11.19
21 8.71 42 11.32
22 . 8.82 43 11.46
23 8.93 44 11.61
24 "~ 9.03 45 11.75
25 9.16 46 11.89
26 9.28 47 12.04
27 9.39 48 12.19
28 9.51 49 . 12.34
29 9.63 50 12.48
30 9.75 51 12.65
31 9.88 52 12.80
32 10.00 53 12.96
33 - 10.12 54 13.12
34 10.24 55 13.28
35 10.38 . 56 - 13.44

36 10.51 - 57 13.64
Interest: 8.00%
Salary:  5.00%
Mortality: 83 GAM male (X-2, X-8)
Rates include cost of providing spouse's continuance and cost of funding final one-year average salary in
lieu of final three-year average. Changes to the salary scale and mortality table effective with the June
~30, 1994 valuation were applied to the then existing member rates.

Members of the legislature contribute 9.05% of total salary, regardless of entry age.

The rates above include 0.61% for General and 0.16% for Legislature currently paid from the Employee
Contribution Rate Increase Reserve (See Comment H). '
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San Diegb City Employees' Retirement System
June 30, 2002 Actuarial Valuation
Safety Member Contribution Rates

Normal Plus Cost-of-Living Rates

Entry Age Police Fire Lifeguard
20 11.88% 11.53% 11.26%
21 12.04 C 11.69 11.42
22 12.18 11.83 11.56
23 - 12.34 - 11.99 11.72
24 - 12.49 12.14 11.87
25 : 12.66 12.31 12.04
26 : 12.81 12.46 - 12.19
27 12.98 12.63 12.36
28 13.14 12.79 12.52
29 - 13.31 12.96 ‘ 12.69
30 13.47 13.12 12.85
31 - 1364 . .- - 1329 - = 13.02
32 ' 13.80 13.45 13.18
33 13.97 13.62 - 13.35
34 14.15 13.80 13.53
35 14.33 13.98 - 13.71
36 14.50 14.15 13.88
37 14.68 : 14.33 ' 14.06
38 14.87 - 14.52 14.25
39 15.05 14.70 14.43
40 15.24 , 14.89 _ 14.62
41 - 15.43 15.08 14.81
42 15.61 15.26 - 14.99
43 15.81 » 15.46 15.19
44 16.01 15.66 15.39
45 16.19 15.84 15.57
46 : 16.42 7 16.05 15.78
47 , 16.60 16.25 15.98
48 ' 16.79 ‘ 16.44 16.17

49 16.99 16.64 . 16.37

“Interest: 8.00%
Salary:  5.00%
Mortality: 83 GAM male (X-2, X-8)

Rates include cost of providing spouse's contlnuance and cost of funding final one-year average salary in .
lieu of final three-year average. Changes to the salary scale and mortality table -effective with the June
30, 1994 valuation were applied to the then existing member rates.

The rates above include 0.67% for Police, 0.63% for Fire, and 0.71% for Lifeguard currehtly paid from the
Employee Contribution Rate Increase Reserve (See Comment H). )
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APPENDIX B:
RETIREMENT AGE FACTORS





